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PREFACE 

This  presentation  of  elementary  accounting  attempts  to  divide 
the  subject  into  two  parts.  The  first  part  presents  principles  and 
procedures  used  to  account  for  assets  and  for  the  uses  made  of  these 
assets.  While  some  reference  to  liabilities  and  other  equities  is 
necessary^  this  is  placed  in  backgrotmd.  The  second  part  presents 
principles  and  procediures  used  to  account  for  liabilities  and  other 
eqtdties.  Liabilities  and  ownership  claims  are  presented  primarily  as 
sources  of  assets.  It  is  believed  that  if  a  complete  balance  sheet 
approach  is  emphasized  that  there  may  be  failure  to  place  proper 
emphasis  on  other  problems  and  procedures  which  the  strident  will  find 
more  immediately  useful.  Although  this  scheme  of  presentation  has  not 
had  the  widest  use,  it  has  had  the  approval  of  some  of  the  foremost 
accounting  teachers. 

The  teaching  of  accounting  in  some  of  the  economically  less 
developed  countries  makes  it  more  necessary  than  ever  to  inquire  into 
the  fundamental  nature  of  the  sub j act.  The  teaching  of  any  subject 
undergoes  a  long  development  during  which  there  is  a  tendency  to 
conventionalize  principles  to  the  point  that  they  become  accepted 
uncritically  as  ftindamental  when  often  they  are  no  more  than  locsil 
conventions.  When  an  appreciation  of  the  origin  and  usefulness  of 
accounting  principles  is  neglected,  the  principles  no  longer  challenge 
the  user  in  industry.  The  principles  may  become  only  academic  exercises 
whose  chief  claims  to  usefulness  is  a  place  in  the  college  curriculum. 
The  presentation  in  this  book  hopefully  is  designed  to  preserve  the 
challenge  that  is  inherent  in  principles  and  procedures  which  may  be 
employed  in  a  culture  not  conventionsuLized  in  the  pattern  of  the  Western 
World. 

It  may  not  be  supposed  generally  that  the  students  of  these 
cotmtries  will  have  been  exposed  to  the  educational  methods  to  which 
the  instructor  is  accustomed.  Nor  can  it  be  assumed  that  the  student 
upon  graduation  from  school  will  be  employed  in  a  public  accoimting 
office.  He  will  begin  work  in  a  single  industrial  enterprise  operated 
by  the  government  or  a  private  agent.  Or  he  might  be  employed  in  a 
department  of  the  government.  He  should,  with  also  some  preparation 
in  law,  be  able  to  begin  work  in  a  government  department  such  as 
taxation. 

A  further  consideration  in  this  book  is  the  nature  of  accounting 
problems  to  be  solved  in  a  socilistic  state,  or  one  in  which  there  is 
little  private  enterprise.  Iifhile  there  has  been  considerable  development 
of  governmental  and  other  fund  types  of  accounting  for  this  purpose,  it 
is  the  accounting  for  the  privately  ovmed  enterprise  that  has  been  used 
almost  exclusively  in  the  Western  World  when  presenting  elementary 
accounting  to  students.  There  is  need  for  an  approach  which,  if  possible, 
lends  itself  well  as  an  introduction  to  both  situations*  It  aooears 
that  such  an  approach  can  be  foxmd. 

A  search  through  the  most  widely  used  American  textbooks  id-ll 
show  that  the  conventionsil  approach  does  not  differ  as  nruch  from  the 
approach  attempted  here  as  at  first  it  might  seemo  ^he  first  part  of 
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a  text  usually  is  directed  primarily  toward  accounting  for  assets  and 
some  of  their  uses.  The  second  part  usually  is  directed  primarily  toward 
liabilities  suid  other  equities.  In  the  present  book  a  more  explicit 
division  between  these  two  parts  of  the  subject  has  been  attempted. 

As  the  exposition  has  proceeded  however  it  has  become  increas- 
ingly evident  that  asset  accotmting  and  equity  accounting  cannot  be 
entirely  separatedo  Any  attempted  separation  cannot  be  more  than  one 
of  emphasis.  In  the  earlier  illustrations,  transactions  which  involve 
assets  are  emphasized.  References  to  equities  are  kept  to  a  minimum. 
It  has  been  encouraging  to  discover  that  the  accounting  reqidred  for 
assets  is  far  greater  than  is  that  required  for  equities.  Accordingly 
this  receives  more  space.  Equity  accounting  is  not  introduced  to  any 
great  extent  until  Chapter  18,  which  concerns  partnerships. 
The  equity    part  of  the  subject  is  largely  confined  to  four  chapters, 
18,19,  20,  and  21. 

Chapters  3  and  4,  on  the  determination  of  income  and  principles 
of  double  entry  are  necessary  early  in  order  to  view  double  entry 
accounting  methods  as  a  general  procedure.  Chapter  5  is  devoted  to  cash, 
the  most  obvious  accounting  problem.  Chapter  6  supports  the  kind  of 
problem  approach  which  is  generally  attempted.  The  use  of  a  voucher 
system  must  follow  because  it  is  inseparably  related  to  the  problem  of 
controlling  cash. 

Chapters  7,  8,  9,  and  10  deal  with  special  asset  problems. 
Chapters  11  and  12  are  directed  to  certsdn  accounting  procedures  more 
than  to  problems.  Brief  treatments  on  the  use  of  control  accounts  and 
the  designof  journals  following  is  necessary  here  as  a  means  of  record- 
ing the  assets  and  their  uses  which  have  been  presented  up  to  this  point. 

Chapters  13  eind  14  deal  with  plant  assets.  Shapter  15  on  the 
payroll  might  well  be  introduced  elsewhere,  but  some  special  attention 
should  be  given  to  this  problem  before  the  study  of  manTifactxiring  costs 
which  follows  in  chapters  17  and  18 .  Throughout  the  presentation  it 
i  s  assumed  that  the  most  useful  type  of  illustration  comes  from  the 
manufacturing  enterprise  rather  than  the  trading  company.  This  is 
consistant  with  the  hope  of  presenting  the  more  challenging  accounting 
problems  in  elementary  form.  It  is  believed  that  the  best  procedure 
in  each  case  should  be  derived  from  the  problem  which  is  faced. 

Chapters  19,  20,  21,  and  22  are  intended  to  present  the 
problems  of  accounting  for  equities.  This  requires  special  treatment 
of  partnflTsMps  and  corporations.  There  is  little  need  to  repeat  asset 
accounting  merely  in  order  to  deal  with  the  special  problems  of  partner- 
ships and  corporations.  The  special  problems  of  partnerships  and  cor- 
porations present  themselves  almost  entirely  in  the  form  of  accounting 
for  equities. 

Chapters  23  and  24  are  a  departure  from  the  usual  elementary 
presentation.  The  usual  presentation  often  ends  with  a  discussion  of 
interpretative  reporting,  and  more  especially  with  ratio  analysis  of 
financial  statements.  This  seems  dispensaHe  if  the  statements  have 
been  presented  and  interpreted  as  they  should  be  from  the  beginning 
The  final  chapter  on  fund  accounting  is  intended  to  acquaint  the  student 
to  the  fund  type  of  accoiinting  which  is  so  often  useful  in  government 
and  other  non-profit  enterprises.  It  is  assumed  that  any  more  advanced 
study  which  the  student  attempts  will  take  him  into  either  non-profit 
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institutional  accounting  or  into  production  costse  ■'^he  fund  accounting 
presented  here  could  be  greatly  extendedo  Even  though  this  presenta- 
tion is  very  elementeiry,  it  is  hoped  that  thf.s  short  step  has  been 
taken  in  the  right  direction. 

While  the  above  general  characteristics  of  the  approaoh 
followed  in  this  book  are  not  unique,  the  problem  approach  that  is 
followed  is  somewhat  different.  Each  chapter,  with  some  exceptions, 
is  developed  around  some  professional  problem  such  as  accounting  for 
cash,  accounting  for  inventories,  or  accounting  for  fixed  assets,  etc* 
The  problem  gives  context  for  principles  and  procedures*  Ctoce  the 
problem  is  understood,  the  appropriate  bookkeeping  procedtures  can 
be  devised.  Thus  a  dognatic  presentation  of  specific  bookkeeping 
procedures  and  the  use  of  various  books  of  account  may  be  reduced  to 
a  minimum.  It  is  hoped  that  too  much  is  not  lost  by  this  condensation*. 

An  Important  distinction  is  maintained  between  the  words 
exercise  and  problem.  A  problem  is  considered  to  be  a  situation  in 
which  the  student  is  confronted  with  certain  issues  that  must  be 
resolved  before  action  is  possible.  More  appropriately  these  are  the 
problems  which  require  professional  competence  of  the  kind  with  which 
this  book,  it  is  hoped,  will  acqiiaint  the  stxjdent.  A  professional 
problem  is  much  more  complex  and  comprehensive  than  anything  which 
can  be  used  effectively  for  short  written  work  by  the  student. 
The  problem  reqtiires  collection  of  data  and  it  requires  the  considera- 
tion of  alternatives.  Such  a  problem  cannot  be  as  short  j^s  the 
exercises  which  constitute  desirable  practice  work  for  elementary  study. 
Ifiifortunatoly  students  often  unwittingly  are  misled  by  frequent  references 
to  "problems"  which  do  not  have  the  essentials  of  realistic  professional 
problems.  Written  work  for  the  beginning  student  often  must  require 
a  mere  rearrangement  of  given  data  for  the  purpose  of  arriving  at  a 
predetermined  answer.  These  examples  can  be  useful  eaoercise  but  they 
are  not  true  professional  problems.  The  more  explicit  use  of  a  problem 
has  a  better  place  in  more  advanced  study.  This  book  is  an  elementary 
presentationj  therefore  the  written  work  is  confined  to  exercises,  and 
it  is  considered  important  that  this  distinction  be  made  clear  to 
the  students  and  to  the  teachers  who  might  use  this  book. 

Exercises  associated  with  each  chapter  are  coded  for  easy 
reference.  The  last  digit  refers  to  the  individual  exercise,  and  the 
preceding  digits  refer  to  the  chapter  nimiber  with  which  the  exercise  is 
associated.  This  scheme  limits  the  nimiber  of  exercises  associated  id.th 

each  chapter  to  ten,  which  is  thought  to  be  enough.  Only  one  series 
is  used  in  the  book   .,  as  more  would  interfere  xd.th  rapid  processing 
of  written  work  oy  student  and  by  teacher. 

A  serious  attempt  has  been  Tiade  to  reduce  the  expository 
portion  of  the  book  to  simple  straightforward  English.  This  not  only 
should  be  helpful  to  the  student  who  nas  English  language  difficiilties, 
but  also  it  should  facilitate  translation  into  other  languages. 
Some  of  the  precepts  followed  ares    the  avoidance  where  possible  of 
words  which  avQ   certain  to  send  the  reaaer  to  the  dictionar^'-f.    the 

avoidance  of  redundant  phrases  and  complex  sentences*  and  the  avoidance 
of  expressions,  idioms,  and  references  which  have  a  provincial  usage. 
Often  it  is  better  to  repeat  a  word  even  though  a  more  attractive  style 
might  be  achieved  by  use  of  a  synonym.   There  are  ciiltural  as  well  as 


17 


language  differences  to  be  considered.  Above  all  the  discussion  dare 
not  be  verbose. 

Since  accoionting  in  some  respects  is  a  combination  of  economics 
and  law,  it  is  not  easy  to  present  fundamental  principles  of  accounting 
that  are  divorced  from  the  laws  of  a  particular  country.  But  the  attempt : 
is  made  to  present  accounting  principles  in  such  a  manner  that  they  lend 
themselves  to  use  under  a  variety  of  legal  institutions  with  little 
modification. 

The  stxident  will  practice  accounting  in  the  currency  of  his 
own  country.  This  offers  no  difficulty  so  long  as  there  is  no  conversion 
to  another  currency.  The  dollar  is  used  in  most  illustrations.  This 
is  considered -as  appropriate  as  if  the  currency  of  the  reader's  country 
were  used,  because  no  conversion  involved.  Arabic  nambers  and  the 
decimal  system  are  justified  because  they  are  used  in  so  many  countries. 
In  axithmatical  examples  the  use  of  amounts  rounded  to  the  nearest  dollar 
yields  considerable  saving  of  time  with  no  loss  in  teaching  effectiveness. 

The  book  is  intended  to  be  elementary  and  to  reqiiire  no 
previous  knowledge  of  the  subject.  There  is  no  attempt  to  go  beyond 
the  usual  material  found  in  the  presentation  of  elementary  accounting. 
But  it  is  believed  that  the  accounting  methods  should  not  be  divorced 
from  general  accounting  theory.  The  two  should  be  well  integrated. 
The  difficulty  here  has  been  in  keeping  the  material  id.thin  manageable 
bounds.  No  attempt  has  been  made  to  pretend  that  accounting  constitutes 

the  whole  of  business  activity.  Nor  is  there  any  pretense  that 
discussion  of  the  problems  raised  here  is  exhaustive.  Advanced  study 
is  consciously  avoided,  but  it  is  hoped  that  the  student  will  become 
prepared  for  further  study  of  the  important  problems  of  accounting. 
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Chapter  1   THE  USES  OF  ACCOmjTING 

WIIO  USSS  AGCOUITTHIG.  The  greatest  need  for  accounting  arises  Irxgeiy 
from  the  fact  that  some  people  manage  the  property/  of  otho'-  Tieoi:>lc-;. 
If  each  man  were  responsible  only  for  the  management  of  his  own 
money  or  other  property  there  would  be  little  need  for  accouriting. 
Of  course  the  task  of  administering  the  use  of  one 's  own  property 
can  become  so  complex  that  vfritten  records  and  reports  of  various 
kinds  are  required  if  the  owner  is  to  understand  his  own  affairs. 
In  the  great  majority  of  instances,  however,  we  find  that  one  person 
or  group  of  persons  is  responsible  for  the  safekeeping  and  U33  of 
money  and  property  of  other  people.  If  an  oT-mer's  property  is  in 
the  hands  of  others,  the  owner  will  expect  a  periodic  report  of  the 
condition  and  use  of  his  property. 

Sometimes  personal  accounting  for  one's  own  household  is 
important*  Sometimes  it  is  desirable  to  keep  records    of  house- 
hold Income  and  expenditiure .  The  use  of  a  family  budget  and  the 
bedancing  of  receipts  with  expenditures  assists  in  a  better  alloca- 
tion of  family  expenditures.  The  sources  of  receipt r.  may  be  few, 
but  the  pa;^'menta  are  usually  more  numerous  o  An  apjjropriate  classifica- 
tion of  payments  by  major  categories  such  as  education,  transporta- 
tion, housing,  food,  clothing,  etc.  is  helpful  in  controlling  the 
expenditures  for  each  purpose.  Often  the  head  of  a  household  does 
not  keep  accounts  for  the  household  ber;..iu.se  of  the  detailed  clerical 
work  required.  This  is  largely  a  matter  of  trainin  ;■  and  experience. 
If  property  organized,  the  task  need  nov  he  prohibitive,  and  the 
benefits  may  be  great.  'leverth.-de-;:-;  tfeo  greatest  use  of  accounting 
lies  in  the  area  of  productive  business  operations. 

In  genem.l,  any  inatj.tutj.on  v;hich  handles  the  money  of 
others  ravist  use  prlnci.plos  of  acnoantinf:;  to  report  its  stev;ar:'flhipo 
In  modern  accountin-;;  it  is  pos3:ib'i.o  to  go  v;ell  beyoni  the  reporting 
of  ptewardship.  Under  the  best  ni'ooodi;?-.-!,  acc'.>;.i."tiii-;  -incluies  the 
pre-planning  of  receipts  and  exoenditureo.  This  includes  a  birl.';73t 
and  a  comparison  of  planned  with  actual  performance.  Beyond  this, 
an  attempt  to  measui'-o  efficiency  can  be  made.  Thus  accounting  is 
of  Tise  to  the  management  '^s  well  as  to  the  o^mer.   In  modern 
business  the  o\mer  and  the  n?.nager  are  ofte-i  different  persons. 

Property, such  as  money  in  a  bank,  may  be  held  merely  for 
safekeepin^'j,  but  more  often  tho  pi'Operty  is  employed  for  productive 
purposes.  The  productive  business  enterprise  often  is  operated  by 
hired  managers  who  are  charged  with  the  responsibility  of  converting 
money  to  various  forms  of  productive  facilities,  and  of  producing 
a  service  or  product  for  sale  in  the  market.  This  separation  of 
the  ownership  of  property  fro'.i  the  management  of  the  property  is 
an  important  characteristic  of  modern  econom5.c  society. 
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This  is  as  true  in  socialistic  coimtries  as  it  is  in  countries  where 
private  ownership  prevails.  In  countries  where  the  state  owns  all 
productive  facilities;,  professional  managers  are  employed  for 
administrative  operations »  In  countries  where  there  is  private 
ownership,  professional  managers  also  are  employed  for  administrative 
operations. 

It  is  true  that  the  most  general  use  of  accounting  is  for 
reporting  the  stewardship  of  property  to  the  owners  of  the  property. 
This  may  be  considered  the  ultimate  and  final  purpose  of  accounting. 
However,  more  immediately,  the  internal  management  of  a  complex 
enterprise  must  have  records,  analysis,  and  reports  of  the  activities 
that  are  under  its  controle  Even  a  very  small  enterprise  must  have 
such  records.  It  is  a  very  small  enterprise  if  the  manager  is 
capable  of  direct  supervision  of  the  activities  for  which  he  is 
responsible.  Thus  both  the  owners  and  the  internal  managers  usually 
reqixire  accounting  for  purposes  of  effective  administration.  Many 
times  each  reqioires  a  different  kind  of  information.  The  analytical 
detail  reqxiired  for  internal  management  is  usually  greater  than  that 
required  by  the  owners.  The  owners  are  usually  satisfied  by 
generalized  summary  reports. 

The  government  has  need  of  accounting  information  concern- 
ing the  operation  of  various  enterprises.  This  is  reqtiired  sometimes 
for  pxirposes  of  taxation  and  sometimes  for  ptirposes  of  regulation. 
There  are  Income  taxes,  wage  taxes,  and  taxes  based  on  other  activities 
which  may  be  reported  by  means  of  accotmting.  There  are  laws  in 
most  countries  which  require  compliance  with  standards  established 
for  the  benefit  of  health  and  safety  of  the  people.  Some  enterprises 
are  more  subjected  to  regulation  than  others.  In  cases  where  govern- 
mental regulation  is  great,  the  citizens  or  genersil  public  have 
a  greater  interest  in  accounting  information  than  in  cases  where 
there  is  not  much  regulation.  Where  there  is  government  price 
regulation,  the  customers  have  an  interest  in  accoimting  information. 
In  some  instances  the  employees  of  an  enterprise  have  an  interest 
in  accounting  information.  Where  the  institution  of  private  property 
prevails,  investors  and  prospective  investors  have  an  interest  in 
accounting  information.  Th^  economic  success  of  the  entejrprise  is 
measured  by  accounting  methods.  Regardless  of  the  form  of  property 
ownership,  accounting  information  is  essential  for  determining 
whether  the  enterprise  is  succeeding  or  failing.  Accounting 
information  is  useful  in  making  decisions  concerning  the  expansion 
or  curtailment  of  production. 

ACCOUNTING  FOR  DIFFERENT  PURPOSES.  The  beginning  student  should 
not  get  the  impression  that  there  is  a  single  set  of  prescribed 
rules  which  constitute  good  accounting.  Accounting,  like  the 
structure  of  a  building  or  a  game  of  strategy,  must  be  designed  to 
suit  the  requirements  of  the  circumstances.  Some  accountants  have 
defined  accoxmting  not  merely  as  systems  of  records,  analyses,  and 
interpretation,  but  also  as  a  stvdj  of  what  kind  of  information 
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is  useftilo  In  each  case  it  must  be  decided  what  information  will  bo 
useful J  then  a  system  of  accountants  is  designed  to  give  this  inform- 
ation with  a  minimum  of  effort  and  expense©  There  are  few  rules  in 
accounting  that  havB  universal  applicationo  But  we  do  believe  that 
there  are  some 9  Often  more  than  one  method  is  available 3  but  usually 
in  each  case  one  method  is  better  for  the  purpose  than  any  of  the 
otherso  Selection  of  the  best  method  when  not  all  possible  methods 
give.rthe  same  results  requires  considerable  skill  and  experience  in 
making  judgemerito  An  accounting  gjistem  must  be  designed  to  sxiit  the 
particular  circumstances  at  hand|  but  this  does  not  mean  that  the 
accounting  may  be  altered  in  order  to  produce  any  particular  results 
of  operation  which  may  be  desiredo  Once  the  method  to  be  used  is 
chosen  it  must  be  followed  objectivelyo  A  chiange  in  accounting 
methods  mi^t  give   misleading  results  which  are  more  serious  than 
the  consistent  application  of  a  less  desirable  method» 

One  of  the  principles  of  accounting  which  is  much  discussed 
is  that  of  consistencyo  This  principle  insists  that  the  same  methods 
used  year  aufter  year  should  always  be  applied  in  the  same  wayo 
Accounting  data  often  is  used  in  making  comparisonso  Hence  it  is 
il^cessary  to  know  that  the  data  used  is  always  prepared  in  tJhe  same 
wayo  Change  in  accounting  methods  often  is  desirable,  but  this  can- 
not be  tsiken  lightlyo  It  is  insisted  by  the  orgemized  profession 
that  if  a  change  in  method  is  made^  that  the  results  given  by  the  old 
method  be  presented  also  id.th  the  results  given  by  the  new  method  in 
order  that  the  reader  will  not  mistake  a  change  in  accounting  method 
for  a  change  in  the  facts  of  the  caseo 

Sometimes  the  system  of  ficcounts  is  modified  to  meet  certain 
legal  requirements  such  as  the  COTiputation  of  income  taxeso  This  is 
unfortunate  because  many  times  the  correct  computations  for  tax 
purposes  are  not  good  for  other  useso  Any  legal  requirements  should 
be  metj,  but  it  is  wrong  to  suppose  that  good  accounting  procedvires 
for  many  purposes  can  be  determined  by  statutory  law.  Inc<Hae  defined 
tax  purposes  is  not  suited  for  such  other  ptirposes  as  paying  a  divi- 
dend or  deciding  whether  to  expand  or  contract  production« 

An  accounting  analysis  and  report  pertaining  to  employment 
and  wages  might  satisfy  the  shareholders,  yet  it  might  not  be 
adequate  for  use  by  a  labor  uniono  A  report  which  is  satisfactory 
to  shsureholders  mi^t  not  be  satisfactory  for  creditors.  A  report 
for  purposes  of  obtaining  a  short  term  loan  from  a  bank  might  not 
be  satisfactory  for  borrowing  on  long  term  bonds.  The  facts  are  the 
same  for  all  of  these  uses,  but  the  importance  of  some  of  the  facts 
will  be  different  for  each  purpose  o  A  good  s(Sretem  must  be  so 
designed  that  the  information  for  manjs  piirposes  can  be  made  available 
with  little  additional  efforto  A  good  system  lends  itself  well  to 
procedxires  which  are  routine  and  regularo  Many  procedures  are  good 
for  more  than  one  purpose o  If  the  principles  and  procedures  and  even 
the  information  were  not  the  same  for  a  greart  variety  of  purposes,  it 
would  not  be  useful  for  the  student  to  study  these  principles  l^nig 
in  advance  of  their  actual  useo  The  student  should  direct  his  efforts 
therefore  to  studying  those  principles  and  procedures  which  will 
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continue  to  be  of  use  for  a  variety  of  purposeso  Many  of  these 
purposes  have  much  in  c<»Bmono 

ACCOUNTING  AS  A  VALUATION  PROCEDURE o  Accounting  records  and  reports 
may  be  expressed  in  physical  units  of  property  or  in  monetary  units 
for  the  valMe'  fif  propertyo  Most  accotmting  is  done  in  monetary  units. 
Sometimes,  however,  both  physical  and  monetary  units  are  desiredo 
Accoxmting  long  was  considered  to  be  primarily  a  valuation  iB?ocedure« 
This  view  is  easy  to  euicept  because  of  the  great  need  to  express 
property  and  activities  in  value  terms.  Certainly  it  is  the  value  of 
property  lAich  indicates  its  importance  and  therefore  determines  to 
a  large  extent  the  choice  of  alternatives  among  the  possible  uses, 
tfealth  and  income  and  economic  activity  of  all  kinds  must  be  measured 
,in  value  terms  not  only  for  purposes  of  comparison  but  also  for 
purposes  of  judging  their  importance  and  alternative  uses^ 

An  enterprise  is  launched  with  an  investment  of  money  or 
other  valuable  property  like  plant  and  equipment.  The  initial  invest- 
ment is  expressed  in  money,  no  matter  what  may  be  the  form  of  the 
property.  Vhile  we  must  agree  that  accounting  is  always  in  some  sense 
a  valuation  process,  this  view  easily  can  lead  to  misunderstanding 
some  of  the  important  procedures.  Often  elementary  presentation,  of 
accounting  emphasize  rules  and  conventions  whose  ultimate  purpose  is 
the  reporting  of  income  year  by  year.  This  is  one  of  the  most 
important  indicators  of  the  success  of  an  enterprise.  It  is  essential- 
ly a  valuation  process.  It  would  be  a  mistake,  however,  to  suppose 
that  good  accounting  is  confined  to  the  measurement  of  income  and  losaf^' 
In  fact  the  measurement  of  income  for  relatively  short  periods  of 
time  is  only  of  secondary  importance. 

ACCOUNTING  AS  AN  ACTIVITI  CONCEPT.  Accounting  can  be  used  to  record, 
report,  and  interpret  the  activities  of  a  business  aside  frcwi  the 
determination  of  income.  This  soon  becomes  more  obvious  thal^  at  first 
it  might  seem.  In  fact  the  primary  purpose  of  a  good  income  statelgent 
is  not  to  report  merely  the  amount  of  incMie  for  a  period  however 
veil  this  may  be  measured.  It  is  a  well  known  fact  that  the  amount 
of  income  for  a  period  does  not  require  an  income  statement  of  the 
usual  kind.  Comparatilte  statements  of  financial  position  on  two 
dates  may  be  used  to  determine  income  as  accurately  as  can  be  done 
with  the  use  of  a  customq^y  inccmie  statement.  A  good  4n<2ome  state- 
ment reports  the  volume  of  certain  activities  as  MeH  as  the  amount 
of  income.  The  sources  or  the  manner  in  whii)b  income  is  derived  is 
more  important  for  management,  and  possibly  for  others,  than  is  mere 
knowledge  of  the  net  amount  of  income  ov  loss.  The  income  statement 
shows  volume  of  activity  suffh  as  total  price  of  product  delivered  to 
customers  and  the  various  costs  which  were  essential  to  deliver  this 
product  to  the  customers.  Supplementary  reports  may  show  other/ 
activity  such  as  employment  of  labor,  use  of  materials,  etc.  The 
output  of  physical  product  for  a  period  of  time  may  have  a  different 
significance  from  that  of  revenue  received  from  sales.  Reports  on 
the  intensity  of  utilization  of  plant  are  useful.  Estimates  of  future 
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operation  are  usefulo  In  fact  accounting  may  begin  with  the  budget, 
which  is  a  plan  of  ACtioBo  It  ends  with  a  report  of  Success  or  failure 
and  may  indicate  some  possible  causeso  The  student  need  not  be 
presented  with  a  budget  at  the  outset c  This  natiirally  follows  later* 
A  satisfactory  budget  follows  the  same  pattern  of  analysis  as  does 
the  record  of  actual  performance o  This  is  required  in  order  to  make 
useful  cosparisons  between  ejq^cted  and  actual  performance o  Hence 
the  approach  to  accounting  is  usefully  simplified  by  using  only 
performance  ^ata  as  an  introductiono 

It  is  well  in  the  introdioctionj,  however,  to  keep  the  student 
reminded  of  the  existence  of  the  means  of  measuring  adequacy  of  per- 
formance c  The  beginning. of  an  accounting  cycle  is  the  adoption  of  a 
budgeto  This  cycle  is  usually  a  year  in  lengths  But  budgets  for 
shorter  as  well  as  for  longer  periods  of  time  must  be  part  of  the 
entire  accounting  ^>rocesse  The  budget  may  be  fixed  or  flexible o 
Closely  related  to  the  problem  of  preparing  a  budget  is  the  question 
of  proper  operating  stanr'ardso  Efficiency  requires  not  only  a  knowl- 
edge of  what  an  activity  or  a  product  actually  does  costp  but  also  it 
requires  a  knowledge  of  what  the  cost  should  be  under  existing  cir- 
cimistanceso  The  best  materialsp  the  best  procesa,  and  the  best  organ- 
ization also  must  be  knowuo  An  important  phase  of  accounting  is  study 
within  the  enterprise  to  determine  the  best  methods^  use  of  materials, 
2,abor  time,  etco  By  establishing  reliable  standards  of  pepformance, 
1%   is  possible  to  determine  some  of  the  causes  of  inefficleqcyo     v.^ 
These  studies  are  related  not  only  to  the  budget  but  eilso  to  quoting 
prices  for  future  sales o  But  perhaps  the  greatest  use  is  in  calling 
aj|tention  to  improper  performance  which  can  be  correctedo 

It  is  well  known  that  the  unit  cost  of  a  product  is  differ* 
ent  if  produced  in  different  volume o  Change  in  the  rate  of  output 
nearly  always  changes  the  xinit  cost  of  a  producto  This  change  may  . 
be  up  or  down  depending  in  part  on  the  rate  of  output  in  effect  at 
the  timeo  This  is  because  some  costs  vary  in  proportion  to  the  amount 
C^,  product  madeo  This  is  true  with  the  use  of  most  materials  and  with 
some  kinds  of  laboro  Other  costs  are   relatively  fixed  for  a  given 
period  of  time  and  accordingly  are  not  much  affected  in  total  by  the 
rate  of  outputo  It  is  this  situation  to  which  the  use  of  a,  flexible^ 
budget  is  suited o  A  step  variable  (flexible)  btidget  is  much  more 
useful  in  the  situation  of  changing  rates  of  output  than  is  the  fixed 
budget  for  a  given  period  of  timeo  This  study  of  operating  costs  at 
different  levels  of  output  is  one  which  can  be  made  profitably  in.;-  . 
pany  factorieso 

TYPE  OF  BUSINESS  ENTERPRISE.,  One  of  the  greatest  difficulties  which 
a  beginning  student  of  accotmting  faces  is  the  ability  to  understand 
the  Vjpd  of  business  organization  for  which  the  accounts  are  |fcepto 
Uafortunately  this  is  often  not  made  clear  in  an  elementary  tejtbo 
It  cannot  be  e3qpected  that  the  stxident  will  have  a  very  satisfactory 
understanding  of  the  organization  of  any  business  firmo  He  probably 
has  had  littl*  business  experiepceo  Every  sy^te^l  of  accounts  must  be 
suited  to  the  type  of  business  enterprise  which  uses  ito  Most 
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students  perhaps  have  the  greatest  difficxilty  grasping  the  organiza- 
tion and  procedures  used  in  a  large  enterprise o  In  the  elementary 
presentation  the  possibility  of  accounting  in  a  large  enterprise  as 
well  as  in  a  small  enterprise  must  be  taken  into  accounto  The  large 
enterprise  is  likely  to  be  a  corporation  with  a  complex  internal 
organizationo  ^sterns  of  accounts  differ  largely  according  to  the 
following  classifications o  The  types  of  coul'se  are  not  mutually 
exclusive o 

(1)0  The  small  enterprise.. 

(2)0  The  large  enterprise o 

(3)0  The  trading  companyo 

(4)0  The  manufacturing  companyo 

(5)0  The  transportation  companyo 

(6)0  BankSo 

(7)0  Departments  of  the  government o 

(8)0  Schools,  HospitalSc,  and  other  non-profit  making  enterpriseso 
This  list  is  not  complete,  but  is  suggestive  of  the  main  types  of 
enterprise  which  require  somewhat  different  accountingo  It  is  hoped 
that  occasional  reference  to  these  possible  types  will  help  to  place 
every  accounting  principle  or  rule  of  procedure  into  a  reeilistic 
settingo  The  system  and  procedures  should  vary  according  to  the 
enterpriseo  Most  of  the  principles  presented  here  are  common  to  alio 
This  often  depends  of  coTirse  upon  the  general  formulation  of  the 
principle o  In  order  to  learn  the  principle  it  must  be  tested  in  a 
variety  of  situations o 

ACCOUNTING  FOR  CONTROLo  It  should  become  clear  as  the  discussion 
proceeds  that  income  determination  and  reporting  the  custody  of  proper- 
ty are  only  one  important  pxirpose  in  accountingo  Another  important 
piirpose  is  internal  control  of  activities  by  managemento  Most  managers 
must  be  so  far  removed  from  the  immediate  routine  of  their  business 
activity  that  they  require  written  records,  analysesj,  and  reports 
prepared  by  others  if  they  have  enough  information  for  satisfactory 
controlo  The  organization  of  accounts  for  purposes  of  control  is  not 
always  similar  to  the  organization  of  accounts  only  for  purposes  of 
reporting  income »  Control  and  income  reporting  form  a  dual  purpose  for 
good  accountingo  It  is  essential  to  have  both  even  though  at  times  a 
little  of  one  may  peed  be  sacrificed  to  gain  more  of  the  othero  The 
important  problem  of  income  measurement?  is  largely  a  question  of 
assigning  activities  and  results  to  particular  periods  of  timeo 
Where  there  is  continual  change  in  business  ownership«  investment,  and 
payment  of  taxes  and  dividends,  this  is  important »  Reporting  income 
in  one  year  instead  of  another  is  unimportant  if  the  amount  is  smallo 
More  important  then  is  control  of  the  activity  which  increase  the 
success  of  the  enteirprisBo 

In  connection  with  control,  proper  use  of  simunary  and 
subordinate  detailed  accounts  is  often  madeo  Summary  accounts  make 
possible  effective  action  by  a  manager  whose  time  is  limited  and 
who  must  be  able  to  have  a  general  survey  qviicklyo  More  detail  is 
required  for  corrective  action  by  those  who  are  responsible o 
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In  organizing  accounts  for  control  purposes^  the  accoiaitiQg- 
organization/of  the  company  for  departmental  and  fxinctional  responsi- 
bilityo  Thus  the  accounts  are  organized  according  to  personal  respon- 
sibilityo  Personal  responsibility  often  coincides  with  departmental 
activity  but  not  always o  For  example  in  one  factory  the  electric 
power  is  purchased  from  an  electri6>  power  company  for  the  entire 
factory.  The  power  used  by  each  department  or  activity  cannot  satis- 
factorily be  ptirchased  or  measiired  separatelyo  Accordingly  the  indivi- 
dual departments  cannot  be  responsible  for  the  power  cost,  because 
each  head  of  a  department  has  no  control  over  power  costo  Likewise 
the  cost  of  operating  a  department  would  not  include  evm  the  salaiy  of  "fte 
department  head  because  he  does  not  control  his  own  salary.  His 
salary  is  set  in  consultation  with  a  superior  officer.  A  department 
would  not  be  charged  with  depreciation  of  eqxd.pnient  used  because  this 
cost  is  not  subject  to  control  of  the  department  head.  This  is  only 
STiggestive  of  how  accounts  may  be  organized  usefully  for  control 
purposes.  The  arrangement  is  often  not  useful  for  an  exact  costing  of 
product.  Product  costing  must  be  done  by  a  different  arrangement  and 
assignment  of  cost.   ^1  follows  closely  the  organization 

WHO  IS  AN  ACCOUNTANT o  Accounting  is  often  referred  to  as  a  profession. 
Many  men  of  edut?ation  and  experience  engage  in  accounting  aft  their 
only  productive  activity.  In  countries  of  high  industrial  development 
the  profession  of  accounting  is  respected  because  of  the  high  profes- 
sional standards  which  are  maintained.  Associations  have  been  ftirmed 
for  advancement  of  the  profession.  Many  states  require  a  professional 
license  for  certain  kinds  of  practice  and  the  candidate  for  a  license 
must  possess,  a  certain  minimum  of  experience  and  pass  a  difficult 
examination.  Professional  accountemts  practice  independently  and  sell 
their  services  to  clients  much  as  do  engineers  and  lawyers.  These 
are  knovm  as  public  accountants.  A  larger  number  of  accountants  are 
employees  of  the  industrial  firms  for  which  they  work.  These  are  call'- 
ed  private  accountants. 

Many  kinds  of  clerical  record  keeping  and  report  prepardliion 
have  been  referred  to  as  accoTmtingc  Distinction  often  is  made  between 
bookkeeping  and  accounting.  There  are  many  specieilized  tasks  in 
accounting  which  ?*,equire  different  degrees  of  skill  and  experience. 
Accounting  work  may  be  classified  into  the  installation  of  systems, 
the  recording  of  transactions,  the  preparation  of  analyses  and  reports, 
and  the  interpretation  of  results.  The  bookkeeper's  work  is  usually 
confined  to  the  recording  functiono  The  other  functions  require 
greater  responsibility   and  might  properly  be  referred  to  as  account- 
ing. The  work  of  a  treasurer  and  controller  of  a  company  consist 
largely  in  the  use  of  accoimting  datao  Often  these  men  have  been 
accountants  first.  This  experience  has  prepared  them  for  promotion  to 
the  higher  positions  in  the  management  of  a  company.  The  installation 
of  an  accounting  system  often  is  done  by  employing  outside  independent 
accoimtants  to  do  the  work.  The  work  of  auditing,  which  is  usually 
done  yearly,  is  performed  l^  out'si4e  accdoiitants.     ...  It  is 
important  that  the  records  be  examined  by  accountants  who  are 


8  - 


independent  of  the  company  and  officers  whose  accounts  they  audit » 
A  good  examiner  must  be  able  to  use  his  professional  judgement 
independent  of  the  opirdons  of  the  client  for  whom  he  works o  Much 
of  the  value  of  an  audit  is  in  the  independent  professional  judgement 
which  only  an  outside  accountant  can  giveo 

In  recent  years  larger  business  enterprises  have  found  it 
desirable  to  employ  internal  auditorso  An  internal  auditor  is  an 
employee  if  the  firm  for  which  he  works,  but  in  a  large  company <, 
properly  organized^  it  is  possible  to  create  a  great  deal  of  independ- 
ence  between  the  interest  of  the  internal  atiditor         '  '. 
and  the  employees  of  the  departments  whose  activities  he  examineso 
The  independent  auditor  is  also  employed,  but  the  internal  auditor 
can  greatly  reduce  the  amount  of  work  required  by  the  outside  auditor.. 
The  internal  auditor  also  is  useful  as  an  agent  who  can  promote 
efficiency  of  operations  within  the  companyo  The  independent^  outside 
auditor  has  in  the  past  been  little  concerned  with  efficiency  of 
operations o  He  has  been  concerned  primarily  with  the  detection  of 
fraud  and  reporting  stewardship, 

THE  RELATION  OF  ACCOUNTING  TO  MANAGEMENT.  Accounting  is  so  much  a 
part  of  good  business  management  that  it  is  almost  impossible  to 
separate  the  two  functions o  Usually <,  however ^  management  is  concern-^ 
ed  with  making  decisions  regarding  future  operations  rather  than 
with  the  analysis  and  interpretation  of  past  resultSo  But  good 
decisions  must  be  based  on  good  analysis  of  past  results  as  well  as 

other  supplementary  information.  The  accoxmtant  supplies  the  inform- 
ationj,  but  the  manager  makes  the  decisions  a  Accounting  is  properly 
called  one  of  the  important  tools  of  good  business  managemento 

LIMITATIONS  TO  ACCOUNTINGo  The  use  of  accounting  in  various  ways  for 
many  purposes  has  been  expanded  greatly  in  recent  yearso  The 
increase  in  specieilized  techniques  and  complex  business  organization 
in  the  production  and  sale  of  products  have  reqirired  more  written 
financial  records  and  reports  of  many  kinds o  The  earlier  practice 
of  making  records  of  property  and  of  reported  profits  and  losses  is 
no  longer  sufficient.  Accounting  for  the  purpose  of  exercising 
better  control  of  economic  activities  by  business  management  has  been 
mentioned.  Accounting  may  be  useful  in  the  process  of  making  business 
decisionso  Here  the  possibilities  are  almost  unlimited.  There  are 

accoiintants  who  would  expand  the  activities  of  the  professional 
accountant  to  every  phase  of  business  activity.  This  would  incltide 
the  entire  process  of  decision  making  and  responsibility.  It  must 
be  remembered  that  the  purpose  of  any  business  activity  is  the  most 
effective  use  of  economic  resources  for  production  and  distribution 
of  a  product.  This  general  process  involves  many  kinds  of  specialized 
activity  and  decision  making.  There  are  many  opportunities  for 
making  decisions  which  require  specialized  information  and  use  of 
judgemento  One  of  the  greatest  of  these  is  the  appraisal  of  the 
market  for  the  product.  The  market  is  the  best  test  for  the  valua- 
tion of  a  product.  But  also  there  are  important  decisions  respecting 


the  sources  of  supply  of  materials  and  other  facilities  of  production o 
There  are  decisions  respecting  the  best  productive  techniques  and  the 
best  machines  and  equipment  to  be  usedo  There  are  decisions  regard- 
ing how  best  to  finance  the  enterprise »  There  are  decisions  respect- 
ing  how  to  plan  a  flow  of  productive  outputo  When  should  facilities 
be  expanded  and  when  contracted?  When  should  a  product  be  discoxmted? 
Also  there  are  many  factors  affecting  a  business  which  have  non-finan- 
cial originSi  but  which  greatly  eiffect  the  financial  success  of  the 
businesso  There  are  politi6al  factors o  There  are  the  health  and 
training  of  the  officers  and  other  employees  of  the  company <, 

How  many  of  thei^  factors  can  be  included  within  the  field 
of  accounting?  Iliere  is  at  present  no  general  agreement  about  thiso 
Some  would  include  within  accoimting  every  aspect  of  business  activi- 
ty, past  and  prospectivep  which  may  be  relevant  to  making  financisQ. 
decisionso  Oa  the  other  hand  others  favor  a  narrower  fieldo 
According  to  the  latter  viewp  accounting  is  confined  to  the  reporting 
of  financial  facts  which  can  be  suj^jected  to  satisfactory  statistical 
measuremento  This  includes  relevant  records  of  the  past,  or  the 
historical  business  transactions^,  and  also  the  planned  budget  of 
expected  operationso  It  includes  a  comparison  of  expected  with 
actual  performance  and  some  reasons  for  any  differenceso  Since 
expectations  cannot  be  assured  of  fulfilmentg  the  accountant  does  not 
like  to  give  such  assxiranceo  Some  accountants  would  confine  their 
activities  to  past  records  and  to  expectations  and  performanceo 
The  trend  at  present  seems  to  be  in  favor  of  the  accovmtant  assuming 
more  responsibility  for  management o  In  the  past  the  accountant  has 
largely  disclaimed  responsibility  for  evaluation  of  the  future 
businesSo  The  question  now  is  how  far  the  accoimtant  should  go  in 
appraising  the  futureo  This  is  a  new  possibility  which  may  be 
explored,  but  at  present  the  accountant  does  not  asstme  responsibility 
for  the  future  except  as  his  decision  can  be  supported  by  past  events. 

One  of  the  traditional  duties  of  an  accoiontant  has  been  to 
detect  theft,  fraud,  etc a  by  meuiagement  and  other  employee So  In 
economically  underdeveloped  countriesj,  where  not  much  accounting  has 
been  in  general  usep  it  seems  this  may  well  be  now  one  of  the  foremost 
tasks  of  accountings  Certainly  no  business  enterprise  can  be 
operated  successfully  where  there  is  theftp  fraudp  and  other  kinds  of 
dishonesty  in  handling  the  property  of  the  businesso  This  require- 
ment should  be  a  minimum  for  the  accotmting  system  in  useo  Perhaps 
in  new  developing  countries  it  should  be  given  first  placso 

It  would  seem  that  accounting  would  do  better  if  it  did  not 
undertake  to  do  too  mucho  The  operation  of  a  successful  business  has 
many  aspectso  These  different  phases  of  business  often  require  the 
services  of  business  specialistso  It  is  expecting  too  much  of  the 
accountant  to  deal  satisfactorily  with  all  of  these  matters  except 
in  a  small  business*  Perhaps  he  should  confine  his  activities  to 
historical  financial  reportingp  budgetings,  and  reporting  the  effec- 
tiveness of  those  activltieso  The  business  controller  and  other 
financial  advisers  also  may  play  important  parts  which  are  not 
properly  called  accounting., 


Chapter  2   INTRODUCTION  TO  ASSETS 

WHAT  IS  AN  ASSET c  Definitions  are  useful  only  if  they  give  some 
clarity  to  a  problem  and  aid  in  its  solutiono  Mote  than  definition 
is  needed  in  the  understanding  of  assetso 

An  asset  is  a  form  of  economic  propertyo  The  word  has  a 
curious  origin  althougih  the  story  of  its  origin  is  not  easy  to 
verify o  It  is  said  to  be  derived  from  the  French  word  aspez  meaning 
enou^o  The  purpose  of  balance  sheets  in  ecurlier  times  was  to  make 
a  report  to  creditors  for  showing  if  the  debtor  possessed  enough 
property  to  pay  his  debts o  In  modem  timesp  however j,  debt  paying 
capacity  is  a  secondary  purpose  of  a  balance  sheet  and  should  take 
the  form  of  a  special  reporto  Through  the  years  the  word  asset  has 
acquired  a  technical  meaning  in  English  language  accotintingo  The 
concept  of  an  asset  in  English  is  so  important  that  i*  is  hoped  the 
equivalent  word  can  be  foxind  in  other  languageso  It  is  said  some= 
times  that  an  asset  designates  a  thing  ownedo  This  is  generally 
true  but  not  sufficiently  accurate o  The  word  "thing"  often  stiggests 
only  physical  characteristicso  An  asset  is  a  value  concept^  not 
a  physical  concept*  An  asset  may  be  the  value  of  a  physical  thing 
but  the  asset  may  be  either  tangible  or  intangible «  "Hie  exclusive 
right  to  benefit  by  the  item  in  question  is  closer  to  the  meaningo 
An  asset  must  be  owned  in  a  legal  sense  j,  eilthou^  legal  title  id 
not  strictly  essentials  There  must  be  a  legal  right  for  the 
exclusive  use  or  benefit  from  the  itemo  An  asset  may  be  intangible 
but  it  cannot  be  imponderable  o  It  must  be  stibject  to  monetary 
measurement  even  thou^  intangible o  Many  beneficial  circumstances 
axe  available  to  all  who  operate  in  the  same  environment.,  These 
are  not  assets©  The  right  to  benefit  must  be  exclusive  if  it  can  be 
called  an  asseto  Good  weather  is  an  example©  Favorable  legal 
institutions  are  example So  There  are  not  assets  because  they  are 
available  to  all  without  purchase o 

An  object  or  3^ght  might  be  owned  and  yet  be  worthlesSp  in 
which  case  it  is  not  an  asseto  It  is  possible  that  valuable  property 
can  lose  its  value  without  any  visible  change  in  its  physical 
conditiouo  The  value  of  property  is  determined  by  a  number  of 
economic  conditionso  But  we  can  generalize  by  saying  that  two 
conditions  are  essentialo  First  there  must  be  an  exclusive  right  to 
receive  benefits^  and  second  there  must  be  an  objective  basis  for 
measxjring  the  value  in  xinits  of  money o  Physical  measurement  of 
property  often  is  useful  but  this  does  not  indicate  economic  signifi- 
cance o  Essentially  an  asset  is  a  property  rig^t  which  is  subject  to 
measxirement  in  money© 

THE  MEASUREMENT  OF  ASSBTSo  Assets  are  property  rights  which  are 
subject  to  measurement  in  money <>  The  measuring  unit  is  the  dollar 
or  <»ther  monetary  vnlto     How  is  this  unit  applied?  The  first  thing 
that  often  comes  to  mind  is  an  aj^irairaQ.  of  value  expressed  in 
moneyo  This  conception  is  not-  entirely  satisfactory  becavise  too 
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mvich  depsnds  upon  stibjectlve  estimates  of  the  appraisero  One  man 
or  appralaer  might  have  a  clear  enough  estimate  of  the  value  of  prop- 
•rty  in  uae  to  hlmsslf^  but  this  test  does  not  meet  the  need  for 
most  accounting  purpose Se  It  might  not  indicate  a  value  useful  to 
others*  The  appr4l8er°s  value  does  not  always  give  a  satisfactory 
Z   'I  bafis  for  measuring  gains  and  losseso  Appraisals  of  the  same 
property  on  two  dates  mi^t  indicate  an  increment  of  gain  or 
decrement  of  lossy  but  this  would  be  based  to  some  extent  on  the 
subjective  estimates  of  the  appraisero  Sometimes  market  prxces  can 
be  used  as  bases  of  appraisal,  but  often  these  prices  also  Involve 
estimate  and  judgement  because  the  particular  market  price  refers  to 
other  property  of  the  same  kind  which  is  only  more  or  less  similarly 
sitiiatedo  for 

The  most  objective  tes'^measurement  of  property  valtae  is 
an  exchange  of  the  particular  property  for  cashe  This  requires  also 
that  the  transfer  of  ownership  of  the  property  and  transfer  of  the 
cash  be  simultaneous «  Uhen  euiveuiced  or  delayed  payment  is  involved^, 
a  separate  factor  of  Interest  or  the  use  of  money  is  involvedo 
This  tra&iactloa  in  exchange  for  money  Is  a  satisfactory  measurement 
at  the  time  of  the  transaction*  At  any  later  date,  of  coursep  the 
usefulness  and  therefore  the  value  of  the  property  may  b^  differento 

The  cash  transaction  test  is  the  best  test  of  property 
value  because  it  has  met  the  test  of  agreement  between  two  parties  to 
the  exchange  whose  economic  interests  are  opposedo  The  buyer  of 
property  tries  to  buy  at  the  least  possible  price^  while  the  seller 
tries  to  sell  at  the  highest  possible  pricso  Agreement  on  the  price 
and  an  actual  exchange  lends  a  desirable  kind  of  objectivity  to  the 
process* 

VALUE  TO  THE  OWNER.  Value  to  the  owner  of  property  is  not  a  satis- 
factory measure  of  an  asset  because  it  is  often  too  greato  It  can 
be  argued  reasonably  that  the  buyer  of  property  alV;ays  decides  that 
the  property  is  wolih  more  to  him  than  the  price  \Aich  he  payso 
If  this  i/ere  xiot  so,  then  he  would  have  no  motive  for  making  tpie  pur- 
chase o  He  often  does  not  pay  all  it  is  worth  to  him  because  he  does 
not  find  this  necessary  under  the  conditions  of  the  market*  The  bviy- 
er  mig^t, regret  paying  a  higher  rather  than  a  lower  price,  but  before 
he  makes  the  exchange  he  decides  that  the  exchange  will  improve  his 
position*  The  buyer  of  property  expects  to  gain  by  the  purchases 
but  how  muoh  he  oaa  gain  must  wait  for  later  determination*  If  the 
value  of  property  is  determined  initially  by  an  exchange  for  cashp 
then  a  new  valuation  may  be  determined  by  a  later  exchange  for  cash* 
On  tUia  baaLsinooae  oeasureoent  may  have  some  claim  to  objectivityo 
This  test  iy  the  customery  test  in  accounting  practice*  Hence  an 
asset  oust  be  sold  before  a  gain  in  the  form  of  income  can  be  re° 
cognized* 

Losses  may  be  measiired  by  purchase  and  sale   transactionp 
but  not  always o  An  asset  may  lose  its  value  entlrelyv  in  which  case 
a  sale  is  not  posisible*  In  isiich  case,  however,  often  it  is  possible 
to  demonstrate  the  complete  worthlessness  of  the  property*  The  case 
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becomes  more  difficult  when  the  propert7  retains  some  but  not  all  of 
its  original  valueo  This  requires  postponment  of  measuring  a  loss  or 
the  resort  to  an  apprlaisal  which  is  less  accurateo 

VALUE  AS  APPRAISALo  Professionail  appraisers  use  certain  techniqties 
with  a  fair  amount  of  successo  In  the  case  of  property  to  be  conr 
structed  or  goods  to  be  produced,,  good  business  adiainistration  re- 
quires that  careful  estimates  be  made  of  the  required  materials^  labor^ 
other  construction  requirements  and  the  cost  of  these  faetorso  These 
estimates  are  used  to  make  bids  on  construction  programs o  If  such 
estimates  did  not  have  a  sufficient  accuracyy  construction  cotild  not 
proceedo  The  annual  production  budget  involves  much  the  same  kind  of 
problemo  Without  some  kind  of  budgetary  estimates  the  productive 
activity  could  not  proceedo  But  it  is  a  well  known  fact  that  when 
actual  performance  is  compared  with  previous  estimates,,  significant 
variances  often  are  foimdo  The  estimate  may  motivftte  the  work,  but 
only  actual  performance  can  determine  income  and  success  of  the 
undertakingo 

For  some  purposes  appraisal  is  the  best  basis  of  valtrntion© 
In  case  of  damage  by  accident,,  fire^  or  other  catastrophe-,  the  recog-- 
nized  loss  is  the  value  of  the  property  at  the  time  of  its  destructiono 
Its  original  cost  may  bear  little  relationship  to  value  at  the  time 
of  losso  The  sale  test  cannot  be  appliedo  This  fact  is  recognized  by 
insurance  companies  and  courts  of  lawo  Insurance  companies  use  ap- 
praisals  with  satisfactory  resultSo  Property  is  insured  and  damage 
claims  are  paid  on  the  basis  of  appraiser's  estimateso  GouSfifc^  of  law 
award  damages  on  similar  baseso  Also  dn  appraisal  is  useful  in  using 
property  as  security  for  a  loano 

Professional  appraisers  have  at  their  disposal  engineering 
and  architectursG.  plans  and  sometimes  reliable  standard  estimates  on 
construction  or  replacemento  These  however  must  be  considered  as 
special  cases©  They  do  not  involve  the  ordinary  routine  productive 
activity  of  an  enterprise  which  produces  and  sells  a  ^od  or  servicso 

One  of  the  common  causes  of  misunderstanding  in  property 
valuation  is  the  purpose  for  which  the  valuation  is  madeo  It  should 
not  be  contended  that  there  is  a  single  value  for  an  item  of  property 
which  serves  equally  well  for  all  purposeso  One  source  of  difficulty 
is  the  different  forces  which  cause  divergence  between  cost  and  selling 
price o  Some  make  an  error  in  assuming  that  the  cost  accounted  for  in 
the  books  of  account  should  determine  the  selling  price  of  a  producto 
This  often  leads  to  irrational  methods  of  cost  in  the  attempt  to 
justify  a  different  selling  price o  In  the  economics  of  the  market 
there  may  be  a  general  relationship  between  cost  and  selling  price^ 
but  this  need  not  be  true  for  any  particular  good  at  any  given  time 
and  place o  The  selling  price  of  any  property  is  determined  by  various 
maurket  fbrcesj  only  one  of  which  is  cost  to  produce o  At  any  given 
time  the  cost  of  the  property  may  be  insignificant  in  determining  its 
selling  priceo 

The  owner  of  property  need  not  feel  under  compulsion  to  sell 
his  product  or  any  other  property  at  his  own  costo  His  cost  may  be 
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different  from  that  of  other  producers  who  must  sell  at  the  same 
price o  Also  there  may  be  more  than  one  acceptable  way  of  computing 
the  costo  The  selection  of  an  alternative  cost  suscounting  procedure 
should  not  have  an  effect  on  the  selling  price  of  a  goodo  In  other 
words ,  in  the  case  of  products  there  is  not  always  a  single  reliable 
meaning  of  costo  In  the  case  of  merchandises,  which  is  merely  offered 
for  resale;,  the  cost  is  more  easily  determinedo  But  it  should  be 
recgnizedo  eveE  hereo  that  either  cost  or  selling  price  may  be 
changed  with  no  corresponding  change  in  the  othero  The  two  are  to  be 
treated  in  accounting  as  the  results  of  independent  market  forceso 

It  should  be  recognized  that  throughout  an  economic  EQretem 
it  is  not  accurate  to  refer  to  costs  and  selling  prices  in  general 
\d.thout  reference  to  a  special  contexto  Every  cost  for  one  enterprise 
is  the  selling  pr^ce  for  anothero  The  difference  may  measure  the 
contribution  of  the  producer  to  the  value  of  prodtjcto  But  we  are  not 
concerned  here  with  measuring  gross  national  product  or  income <>  We 
are  concerned  with  the  activities  of  independent  productive  enter- 
prise s>, 

ASSETS  AS  DISGOUIvtTED  FUTURE  SERTICESo  Economists  have  emphasized 
prospective  services  as  the  most  important  basis  for  asset  valuatiouo 
This  view  is  fundametitally  sound,  but  the  difficulty  is  in  finding  a 
suitable  method  of  measuremento  Future  services  are  never  more  than 
prospective,  emd  hence  they  are  conject-ural  and  not  satisfactorily 
measuredo  If  one  knew  the  value  of  the  future  flow  of  services  which 
an  item,  of  property  will  yield.,  this  flow  of  services  could  be  dis- 
counted at  an  appropriate  rate  and  a  present  value  determinedo  But 
valuation  of  this  prospective  flow  of  goods  or  services  begs  the 
entire  questiono  We  must  wait  and  see  how  the  future  market  values 
this  flow  of  goods  or  services o 

The  prospective  flow  of  futvire  services  can  be  used  as  an 
explanation  of  the  market  price  of  an  asseto  It  may  be  assumed  that 
many  buyers  and  many  sellers  make  their  own  subjective  estimates  of 
future  flows  of  service o  each  for  his  own  useo  As  a  result,  each 
prospective  buyer  arrives  at  a  price  which  he  is  prepared  to  offer. 
Sellers  also  arrive  at  offering  prices  in  a  similar  manner o  When 
an  exchange  price  is  agreed  upon  by  both  buyer  and  seller^  the  price 
can  be  saxd  to  reflect  the  market's  evaluation  of  the  prospective 
service  in  a  sufficiently  objective  manner., 

It  may  be  said  that  prospective  futtire  service  is  the  only 
basis  for  value  of  property..  This  fact  also  remains  true  for  the  buyer 
after  purchaseo  In  the  case  of  some  assets  the  asset  is  physically 
consumed  wltbin  a  short  time^,  By  using  physical  measurements  of 
consumption >;  in  some  cases  the  total  asset  or  lot  of  assets  can  be 
apportioned  between  past  and  future  serviceso  Appropriate  parts  of 
past  services  consumed  are  subject  to  assignment  in  the  accounts  to 
other  products  or  aitivities,  or  reported  as  losso  A  portion  of 
prospective  futxur«  services  should  be  deferred  as  an  asset  if  it  can 
be  asaS.^ed  propeily  to  later  productive  useo  This  assignment  of 
cost  is  one  of  the  most  important  problems  of  accountingo 
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Sjjice  the  accotmtant  requires  an  objective  demonstrable 
vAastari   of  the  valtie  of  an  asset,  he  finds  no  better  standard  for 
initial  recording  than  the  money  cost  of  the  thing  purchasedo  These 
cost  factors  often  represent  indirect  cost  of  products  whose  prodnc'^ 
tion  receives  benefit  from  the  purchased  factorso  This  benefit  is 
measured  hy  cost©  A  large  petrt  of  asset  accounting  is  the  realloca^ 
tion  of  cost  factors  in  the  accounts  in  much  the  same  manner  as 
physical  production  flows  from  physical  productive  factors^  including 
labor;  to  a  finished  product o  Accordingly,  many  assets  recorded  in 
the  books  are  merely  costs  whose  assiigmment  to  other  activities  or 
product  through  a  statement  of  operations  has  been  deferred  for  future 
periods o 

RISING  COSTS  OF  ASSETSo  During  periods  of  rising  costs  of  productive 
factors^  the  historical  miqney  costs  may  not  represent  correct  costSu 
However,  this  fact  does  not  justify  some  of  the  altemativ*  methods 
of  accoimting  which  have  been  proposed »  Two  situations  mORt  be 
distinguishedo  One  is  when  the  replacement  cost  of  the  asset  rises 
more  than  do  prices  in  generale  The  other  is  a  situation  in  which 
the  prices  of  all  commodities^  as  measured  by  an  appropriate  price 
index,  rise.  The  latter  can  be  attributed  to  depreciation  of  the 
monetary  unit  of  the  country,  and  this  requires  a  different  treatment 
than  the  case  in  which  the  replacesient  cost  of  a  particular  factor 
rises  relativelyo 

In  case  of  the  rise  of  a  particular  price  relatively,  it 
must  be  noted  that  the  cost  of  a  feuitor  has  become  econ(»nically  more 
importanto  Even  though  replacement  cost  of  the  same  physical  quanti- 
ty of  the  factor  is  hl^er,  at  the  same  time  a  larger  quantity  of 
real  economic  resources  in  value  units  is  required  to  be  invested  in 
the  same  physical  quantity  of  the  factoro  Conventional  accounting 
methods  usually  are  quite  adequate  in  dealing  with  this  situatiouo 
Econcanic  and  business  activity  of  all  kinds  must  be  reported  in 
relative  value  terms,  but  they  should  be  measured  in  a  stable  moneta- 
ry unit.  Where  there  is  a  general  rise  in  prices,  that  is  to  sayp  the 
general  purchasing  power  of  the  monetary  unit  has  declined,  a  coi:*rec- 
tion  should  be  made  in  the  stated  costo  S<^e  have  suggested  the 
application  d$.  a  corrective  price  index  to  all  accounts  which  are 
e:q)ressed  in  out-dated  monetary  units o  But  accounting  practice  has 
not  generally  accepted  this  viewo  More  discussion  of  this  point  will 
not  be  undertaken  here,  but  it  should  be  the  subject  of  special 
advanced  stufyo 

THE  CLASSIFICATION  OF  ASSETS.  Assets  traditionally  have  been  clas- 
sified into  current  assets  and  fixed  assetso  This  classification 
owes  its  origin  to  use  of  the  balance  sheet  as  a  report  of  debt  pay- 
ing abilityo  Debts  are  usually  payable  only  in  casho  But  most  debts 
permit  at  least  a  short  period  of  waiting  and  the  concept  of  debt 
paying  power  has  been  expanded  accordingly  to  include  near  casho 
Debt  paying  power  thus  includes  accounts  receivable  which  can  be 
collected  in  the  near  future.  Also  saleable  merchandise  and  materials 
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which  can  be  converted  to  cash  id.thin  the  near  future  are  includedo  As 
manufacturing  activities  became  more  important  in  history^  the  manu- 
facturing period  was  adopted  as  the  required  period  for  short-term 
conversiono  Raw  materials  and  stQ)plies  are  not  sold^  but  soon  they 
are  converted  into  product  which  is  soldo 

For  many  years  various  kinds  of  supplies  and  short-term 
prepaid  expenses  vere   excluded  from  current  assets  because  they  were 
not  directly  for  saleo  Later  it  became  evident  that  the  production 
of  a  saleable  product  is  the  important  activity  of  an  enterprise  which 
maintains  its  debt  paying  powero  At  the  present  time  all  short-term 
factors  essential  to  efficient  operation  of  the  btxsiness  are  incliided 
:  among  the  assets  which  provide  current  debt  paying  power© 

Cicrrent  assets  are  those  which  can  be  converted  to  other 
use  within  a  short  time  such  as  one  year  or  within  the  normal  produc- 
tion cycle  which  usually  is  less  than  one  yearo  They  consist  of  cash 
immediately  available,  current  collectible  notes  and  other  accounts 
receivable^  inventories  of  materials  <,  supplies,  and  other  necessary 
factors  of  short  life  which  are  converted  into  product  to  be  sold  with- 
in a  yearo  Sometimes  there  is  a  longe^s  operating  cycle «  Some 
ctnrent  assets  are  used  in  productive  operations  and  some  are  note 
Notes  and  other  accounts  receivable  are  not  used  in  productive  opera-^ 
tionSj,  but  these  may  arise  in  the  notmal  coTirse  of  production  and 
sale  of  producto  These  receivables  are  fundSo  The  other  current 
assets  other  than  cash  are  costSo 

Sometimes  non-oJ)erating  assets  are  held  as  temporary  invest- 
ments o  Cash  not  immediately  needed  for  other  use  may  be  invested  in 
various  forms  which  earn  dividends  or  interesto  If  these  sure  convert- 
ible into  C8ish  within  a  short  time  with  no  great  prospect  of  loss., 
or  change  in  planned  business  activity,  they  are  properly  included 
with  current  assets o 

NON-CURRENT  ASSETSo  The  asset  classification  called  fixed  assets  is 
not  very  informative o  AH  this  says  is  that  these  assets  are  not  or 
qannot  or  will  not  be  converted  into  cash  within  a  short  timeo 
TMs  says  too  little  o  Better  is  a  classification  according  to  their 
use  in  the  enterprise o  Many  productive  assets  of  an  enterprise  are 
of  long  term  duratiouo  Their  contribution  to  the  product  extends 
over  a  very  long  period  of  timoo  The  contribution  to  product  within 
any  given  year  may  be  anallj,  yet  the  xise  of  these  factors  such  as 
land,  buildings^  machines,  and  other  equipment  is  just  as  essential 
to  production  and  marketing  of  the  product  as  is  the  direct  material 
which  enters  into  the  producto  This  group  of  long  term  productive  as- 
sets may  best  be  classified  separately  as  Plant  and  Equijanento 

Many  fixed  assets  are  not  used  in  the  technical 
productive  process©  These  should  be  reported  separately^,  since  their 
significance  for  btisiness  management  is  differento  This  group  may 
consist  of  idle  landj,  idle  buildings j>  or  investment  in  property  held 
pending  sale  or  other  useo  These  properties  may  or  may  not  contribute 
to  the  regular  earnings  of  the  businesSo  If  they  are  held  as  an  in- 
vestment but  do  not  contribute  to  the  main  activity  of  the  enterprise, 
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they  should  require  separate  classif icationo  /    ^   -1,1 

INTANGIBLE  ASSETSo  Sometimes  intangible  assets  are  classified  sepa- 
ratelyo  There  seems  to  be  little  justification  for  thiso  Some  have 
taken  the  view  that  the  value  of  an  intangible  asset  is  more/than  the 
value  of  a  tangible  asset o  This  seems  to  be  only  a  question  of  meas- 
urement and  ftcture  prospects o  Cases  can  be  fouM  in  which  business 
reorganizes  its  internal  operatiwas  and  virtually  dismajitels  the 
physical  plant.  The  business  organizatioUj,  trade  namesj,  or  control 
over  production  through  patents  may  ccaistitttte  the  most  important  as- 
sets which  the  company  haso  Sometimes  these  are  almost  the  only  as- 
setso  It  is  true  that  some  reported  intangible  assets  are   largely 
imaginary,  but  the  test  of  their  ownership  and  value  is  the  same  as 
that  for  other  assetso  The  important  question  is  one  of  demonstrable 
prospective  future  benefits o  Will  these  factors  contribute  effective- 
ly to  the  prodTXstive  process?  If  sOp  they  are  properly  recognized 
as  assetSo 

An  item  such  as  goodwill  is  often  reported  as  an  asseto 
If  goodwill  has  been  purchased  there  can  be  no  objection  to  reporting 
the  cost  of  the  goodwill  as  an  asseto  Goodwill  of  course  cazmot  be 
purchased  alone j  it  is  usually  for  a  consideration  paid  as  part  of  a 
larger  package  deal  in  which  the  tangible  assets  aire  valued  separate- 
ly at  less  than  the  total  price  paid  for  alio  If  goodwill  is  develop- 
ed by  the  enterprise  itself,  it  is  hardly  to  be  recognized  as  an  as- 
seto Ibder  these  circumstances  it  i^annot  be  Eurgued  reasonably  that 
its  cost  is  a  good  measure  of  its  future  wortho  Also  every  business^ 
if  successful;,  must  develop  some  goodwill o  Without  goodwill  an 
enterprise  cannot  operate  at  alio  Hence  goodwill;,  unless  purchased 
as  part  of  the  cost  of  other  assets,  should  not  be  recognized  as  an 
asseto  Not  all  conditions  favorable  to  successful  operation  of  an 
enterprise  should  be  reported  as  assets  even  thou^  their  ^istence 
is  not  to  be  questionedo  Present  good  practice  classifies  assets  into 
current  assets,  plant  and  equipoient,  non-operating  investments,  and 
other  assetso  The  last  may  well  be  enumerated  separately  without 
major  classiilcatioin* 

TWO  MAJOR  TYPES  OF  ASSETSo  There  is  another  classification  which  is 
not  much  used  in  the  asset  reporting  by  an  enterprise o  But  it  is 
presented  here  because  it  shotild  be  helpful  in  leading  the  student  to 
a  better  understanding  of  reported  assetSo  This  is  the  classification 
of  assets  into  (l)  Funds,  and  (2)  Unamortized  Costse  Funds  consist, 
of  cash  and  collectible  receivables  which  will  be  converted  into  cash 
without  further  business  operating  activity©  These  assets  are  either 
moipey  or  money  clsLlmso  They  are  not  consumed  in  production,  but  they 
constitute  a  source  of  purchasing  power  which  soon  can  be  used  for 
making  purchases  or  paying  debtSo  An  other  assets  normally  are  costs 
of  productive  factors  which  have  not  yet  been  written  off  as  having 
yielded  their  service o  The  larger  part  of  the  total  assets  of  most 
enterprises  is  of  this  nature o  Usually  most  of  the  assets  of  an 
enterprise  are  costs  whose  assignment  and  write  off  has  been  deferred 
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for  later  fiscal  periods  because  their  service  is  not  exhaustedo 

a 
THE  BALANCE  SHEETo  Before  proceeding  furthei£more  complete  state- 
ment of  the  balance  sheet  shoiild  be  made  The  form  as  well  as  the 
content  of  a  balance  sheet  has  been  evolved  in  history  tijroTigh  many 
years  in  use  under  a  great  variety  of  conditions  o  In  modem  preie- 
tice  it  represents  a  statement  of  properiiy  for  debt  paying  capacity 
only  in  special  caseso  The  ordinary  genersQ.  purpose  balance  sheet, 
which  usually  is  prepared  at  the  end  of  each  yearj,  contains  the  funds 
such  as  cash  and  receivables  in  moneyo  But  the  greater  part  of  prop- 
erty reported  is  the  cost  of  investment  in  short  and  long  term  fajc~ 
tors  of  production. 

Some  properties  are   eonsxmed  piece  by  piecen  such  as  mate- 
rials, suppliesp  or  other  inventoriable  goodso  Other  properties  are 
used  as  a  wholej,  such  as  buildings  di^d  machineSo  Their  decline  in 
value  is  not  directly  observable o  lliey  are  said  to  depreciate  rather 
than  to  be  consumedo  But  in  all  cases  of  investment  in  an  asset  '  • ^ 
which  has  a  limited  sei^ce  life^  a  major  problem  is  the  assignment 
of  the  invested  cost  to  the  product  or  period  of  useo  The  remaining 
balances  of  cost  not  assigned  to  the  producl>  or  revenue  of  current 
and  past  periods  are  to  be  reported  as  assetso  These  costs  of  assets 
are  deferred  for  write  off  in  later  periods.  They  represent  invest- 
ment in  services  which  are   yet  to  contribute  to  revenue o  The  bases 
of  vsiluation  are  neither  current  sale  value  nor  cost  of  replacement, 
although  this  valuation  method  often  is  well  suited  to  the  use  of  a 
balance  sheet  as  a  report  of  debt  paying  capaujity,,  This  iaethod  of 
valuation  at  cost  is  justified  by  the  assumption  of  a  going  business 
enterprise o  The  enterprise  will  continue  to  produce  under  more  or 
less  the  same  operating  conditions  as  have  prevailed  in  the  past. 
The  important  consideration  here  is  measurement  of  income  in  the 
future.  The  business  is  not  engaged  primarily  in  selling  durable 
fixed  assets.,  nor  is  the  primary  objective  that  of  paying  off  its 
debt.  When  a  business  enterprise  pays  its  debts  it  contracts  the 
total  of  its  assets  and  hence  the  extent  of  its  possible  operating 
capacityo  Borrowing  large  sums,  as  in  the  case  of  bonds  by  a  cor- 
porationj,is  one  of  the  important  sources  of  property.  The  borrowing 
is  usually  for  a  long  timoo 

A  balance  sheet  thus  is  in  large  part  a  statement  which 
shows  the  amo\mt  of  investment  in  property  which  has  not  yet  been 
converted  again  to  cash  during  the  operating  cycle  of  the  business. 
An  important  function  of  accoxinting  is  to  report  the  sources  and 
disposition  of  cash  funds.  The  disposal  of  funds  received  by  the 
company  and  the  present  fprm  of  their  investment  is  important  for 
an  enterprise  which  expects  to  continue  production. 

The  balance  sheet  sometimes  has  been  designated  as  a 
static  report  which  shows  a  cross  section  of  the  financial  position 
of  a  business  on  a  certain  date.  While  this  is  true  in  a  limited 
sense,  the  balance  sheet  has  at  the  same  tima  a  certain  amotznt  of 
historical  significance »  The  balance  sheet  accordingly  may  be 
considered  to  represeh"|;  the  composite  of  all  historical  trartsactions 
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which  have  been  completed  since  the  beginning  of  the  business  to  datoo 
A  crpss  section  of  the  earth's  surface  shows  the  status  of  the  surface 
at  a  certain  moment  in  timej,  but  this  picture  also  is  not  without  its 
historical  significance »  It  is  the  result  of  past  activityo  The 
geologicsQ.  analogy  may  still  be  valid o 

More  recently s,  especially  in  American  accounting,  the  name 
balance  sheet  has  been  replsuied  by  the  name  Position  Statement o  The 
name  seems  more  appropriate  than  the  older  name  Balance  Sheet » 
A  balance  sheet  possibly  stresses  too  much  the  fact  that  the  two  parts 
of  the  statlSment  must  be  di|ual  in  amounto  This  is  only  an  incidental 
consideration o  The  statement  is  intended  to  report  all  properties 
significant  to  the  future  conduct  of  business  operations  on  the  one 
hand  and  the  methods  of  financing  or  method  of  securing  these  prop- 
erties on  the  other.  The  two  sides  are  necessarily  equal  sums  of 
money  value o  In  a  well  constructed  Position  Statement  one  column  i- 
temizes  assets  or  propertyp  each  valued  on  a  basis  which  is  properly 
indicated^  The  other  coHlumn  itemizes  the  sources  from  which  the 
properties  were  derived „  In  a  corporation  the  corporation  owns  the 
assets.  It  may  be  said  that  the  equity  holders,  such  as  creditors 
and  shareholders^  own  the  companyo  These  sources  of  the  funds  invest- 
ed in  assets  have  been  called  ownership  cledms,  or  equities*  While 
this  view  has  some  merit p  it  remains  difficult  to  expla^  the  existi  - 
ence  of  Retained  Earnings  on  this  basis o  Retained  Earnings  usually 
are  said  to  be  an  eqtdty  of  the  shareholdersp  but  this  cannot  be  done 
if  the  separate  legsO.  entity  view  of  the  corporation  is  maintainedo 
The  explanation  becomes  more  difficult  if  the  different  classes  of 
equities  and  the  different  kinds  of  priority  which  these  claims 
involvej,  is  considered. 

The  left  side  of  a  position  statement  reports  the  assets 
of  an  enterprise.  The  ri^t  side  of  the  position  statement  reports 
the  investment  sources  from  which  the  assets  have  been  derived. 
The  total  sources  must  equal  the  total  assets o  But  it  cannot  be 
expected  that  any  particular  asset  can  be  identified  with  a  particu- 
lar source.  The  assets  from  all  sources  are  pooled.  In  the  cotcse 
of  business  operations  many  assets  axe   converted  into  other  assets. 
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BALANCE  SHEET  ILLUSTRATION.  This  report  may  be  illustrated  as 
follows 0 

I  -  COMPANY 
POSITION  STATE^^EMT 
DECEl«IBER  31,  1963 » 
ASSETS 
CURRENT  ASSETS 

w  CLsIi    ooooeooooottooaeooceooeoooooooooooooooeooooooooo     V    ^  ^9  UV/U 

Accotmts  Rdcelvable-Set  of  Ihcollectlbles  oooooooooo   15^000 

XirTOn'bOPl.63    wOStr     ooooeofteoe0oo»oo*««ooooeo  ooo  ooooooo  30(^000 

OUppXldS    clu    vO0  w     oeovoooooooo  •  ooooceooooo  •  oooooooo  o  q    ^  Qr^  0\J\f 

JLO  v&X    ULUriCOIlu    A830  V8     oooooooooooovoeosoooecoooeooo  oo     y     DOoOUU 

PLANT  ASSETS 

LiWnn     •  a  •  a  o  o  0  oo«  •  o  o  •  o  ooo  e  e  o  o  0  o  o  e  o  o  e  o  o  •  •  •  ••  e  o  •••  •  e  e  e  a  •     v    cO^CXX) 
Bulldj.ngS°*CoSt     oooooeosoaaoaooooooaoooo     $150;  000 

Less:  Allowance  for  Dei«'eciatiott  900000       65 n 000  85,000 

Machinlay7  and  Equipment-Cost  0000000000  ^00 c, 000 
Lessf  Allowance  for  Depreciation  000000       40f.000  160.000 

Total  Plant  and  Equipment  fe70p000 

DIVESTMENTS 

OlZliCLIl^    ir  uZXCL     ooooooooooo*o»oooooooeoaoo     <|p     i  Op  UUU 

Shares  in  Other  Enterprises  oo«oooooooo   55o000 

XXr  b£lX      U1V6  S  wHldQw     oeooooooacooeeo^ooeoooooooooooooooo      HPXXUi)  UUU 
"StX'On'OS  •     i  r6Xl6IH8jriC3  o     6X0  o     eoooaooeooooooeoooooooo«oeooooo  ^^  ^  UUU 

UrtrCtmZ&XXOn    '-^OS'US     eoftooooooooooooooooooooooooooooooooooo  4p  OUU 

uOOQWiJLx      O00*0000»0OO000000O0O000*OOOOOOOO0O0OOOOOO0OO  O  ft  O,        ,       Iff^  ^  W  i^ 

XO vCLL    A880 w8    0«oooeoooooo«oooeoooe«oooooooeoooo     *^4«7Cp oUU 


SOURCES 

P.TTRRipjT   T.TA^TT.TTTRS 

Accounts       jfSLy  CiDXe       00000000000000000000009900000000000  V      XOy  \)\J\) 

Accrued    jraTroU    oe«oe»eaeo«««oo*»eaoe««aooeoaoaoae*o  4yUUvJ 

XaxeS    X^ayaDXe     oooeooooooooooooooooeoaoooooooooooooo  o  O  o  jUvJ 

Total  Current  Liabilities  oooeoaaooooeooooooeooaoooo  9  205>900 
LONQ  TERM  BONDS  DDE  1986  <>ooo««aooaoo<>ooo«oo  fSOOpOOO 

Less  Discounts  on  Bonds  000 ««aoooo.oooo   12o000  ISSgOOO 

Preferred  Shares—Par  ooeoeoeeo*o»»ooooeooaoe  $100<>000 

Coomon  Shares— Par  oooooooooooooooooocaoooooo  125.. 000  225^000 

Ke'valnOu    iSamingS     aoeaoee*e****eaooaooooeeoeooooooeooooa  o  0On400 

XOvaX    iiiqUX  vies     9o0O*eoeoooooooooooooooooeoooooo  v4«7C,  OU(J 


It  will  be  observed  that  some  adjustments  to  reported  as- 
sets yalues  are  madoo  From  accounts  receivable  is  deducted  any 
necessary  allowance  for  probable  uncollecllbiLe  accounts o  Allowances 
for  depreciation  of  buildingSp  meu^hinery  an:d  equipment  represent  the 
portion  of  original  cost  of  the  asset  which  to  date  has  been  treuis- 
ferred  from  the  asset  to  expense  or  other  operating  cost  accounto 
The  deduction  for  accumulated  depreciation  should  not  be  shown  among 
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the  liabilitieso  This  wcmld  overstate  both  the  asset  and  eqtdty 
totalsu  Also  this  would  make  it  impossible  to  classify  asset  and 
equities  into  significantly  related  grawpa.     It  is  hot  enough  merely 
that  the  statement  be  in  balance o  Each  groiip  of  property  should  be 
significantly  valued  and  the  sub-total  of  each  geoup   should  be 
reported o 


Chapter  5   DETERMINATION  OF  INCOME  AND  LOSS 

THE  NATURE  OF  INCOME.  One  of  the  priamiy  purposes  of  accounting  is  to 
report  the  income  of  a  business  enterprise  for  given  short  periods 
of  time.  The  procedure  is  not  as  simple  as  it  might  first  appear. 
Income  is  measured  as  the  difference  between  two  flows  of  asset  values. 
One,  called  revenue,  measures  the  value  of  goods  or  services  v;hich 
the  enterprise  delivers  to  its  customers.  The  other  flow  is  the  cost 
applicable  to  those  services.  These  two  streams  of  values,  revenue 
on  the  one  hand  and  cost  on  the  other  must  be  appropriately  matched 
by  periods  of  time.  Once  the  totals  of  these  two  amoitnts  of  expense 
and  revenue  are  determined  for  a  period  of  time,  the  income  or  loss 
is  simply  the  difference  or  balance  between  the  two.  The  first  problem 
is  to  determine  which  items  should  be  included  in  revenue  for  the 
period.  Revenue  usually  determines  the  dates  of  reporting  income. 
That  is,  when  any  certain  amount  of  revenue  is  recognized,  then  the 
appropriate  costs  are  assembled  and  assigned  to  the  revenue.  The 
costs  usually  are  recorded  in  the  books  of  account  before  any  reveniJie 
is  recognized.  These  costs  usually  are  recognized  first  as  assets. 
They  do  not  be  ome  expenses  until  properly  assignable  to  revenue. 
Thus  it  should  be  observed  at  the  outset  that  in  the  books  of  accoxint 
there  are  at  any  given  time  the  costs  of  Bwny  assets  or  potential 
services  which  are  held  pending  their  contribution  to  revenue. 
Assets  acquired  usually  are  measured  initially  by  their  cost.  The 
service  life  of  on  asset  is  to  be  associated  with  the  revenue  to 
which  it  makes  a  contribution.  As  the  services  of  the  assets  expire 
in  the  process  of  placing  goods  into  the  hands  of  customers,  the 
value  of  the  asset,  measiured  by  cost,  is  transferred  in  appropriate 
amounts  of  expense.  Thus  expenses  owe  their  origin  to  the  various 
kinds  of  assets  in  use,  and  they  measure  cost  of  services  which  yield 
revenxie  from  customers. 

EXPENSES.  The  cost  of  an  asset  or  service  is  called  an  expense  when 
it  is  properly  assignable  to  revenue.  Expenses  should  not  be  con- 
fused with  cash  payments.  In  the  long  run  all  expenses  must  be  paid, 
but  in  double  entry  accrual  accounting  the  cost  of  an  asset  or  service 
first  gives  rise  to  a  liability.  Strictly  speaking  the  cash  payment 
pays  the  liability  and  not  the  expense.  If  payment  is  made  with 
the  purchase  the  liability  may  not  always  be  recorded.  Hence  it 
looks  as  if  the  expense  is  paidj  but  it  is  really  the  liability  or 
debt  that  is  paid. 

It  will  be  noted  that  any  given  time  an  operating  business 
xd.ll  have  on  hand  many  assets  and  other  prospective  services  which 
await  future  assignment  of  the  correct  portion  to  revenue.  The 
usefulness  of  an  asset  which  has  not  yet  been  assigned  to  revenue 
may  be  in  doubt;  it  may  have  no  contribution  to  make.  In  this  case 
the  cost  of  the  asset  is  a  loss  and  should  be  written  off. 

LOSSES.  A  loss  should  not  be  confused  with  an  expense.  Expenses  are 
necessary  to  the  production  of  revenue.  Some  revenue  is  always  prod- 
use  by  expense,  although  sometimes  the  revenue  produced  is  less  than 
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the  applicable  expense,  A  loss  occiirs  when  the  prospective  service  ■ 
of  an  asset  expires  with  no  yield  in  revenue.  Losses  are  not  necec- 
sary  and  are  to  be  avoided »  They  are  the  result  of  bad  judgment,,  .-. 
uncontrollable  events,  or  other  xinforeseeable  misfortuneo  Ix,  is  of 
co-urse  sometimes  difficult  to  distinguish  between  an  expense  and  a 
loss. 

Two  kinds  of  losses  must  be  distingviishedo  One  kind  of  loss 
occurs  when  the  prospective  service  of  an  asset  expires  with  no  yield 
in  benefits  whatever"o  In  this  case  it  is  usually  easy  to  determine 
which  asset  is  lost  and  the, amount  of  the  losso  Another  kind  of  loss 
occurs  when  the  use  of  assets  yield  revenue  is  less  than  expense.  . 
Thus  there  may  be  a  business  loss  for  an  accounting  period  after 
delivering  services  to  customers  for  revenue  and  properly  assigning 
all  costs.  In  this  case  it  is  not  possible  to  identify  which 
particular  assets  have  caused  the  loss.  There  is  for  the  ptirpose  no 
reliable  method  of  arranging  expenses  in  the  order  of  priority  of 
recovery  through  revenue.  While  losses  do  not  contribute  to  revenue, 
they  must  be  deducted  from  net  revenue  or  income  from  other  sources 
before  the  net  income  of  the  period  can  be  known.  ; 

REVENIffio  The  earning  of  revenue  indicates  the  time  for  matching 
cost  with  revenue  and  determining  income  or  loss.  In  most  enterprises 
revenue  is  recognized  with  the  sale  of  product.  In  accQunting  the  sale 
does  not  always  mean  the  same  as  a  legal  sale.  In  accounting  a  sale, 
means  revenue.  The  time  of  its  recognition  usually  is  the  same  as, 
the  time  of  legal  sale,  but  not  always.  If  sale  means  revenue,  there 
must  be  the  receipt  of  a  recognizable  asset.  This  Is  usually  cash, 
but  a  collectible  account  to  be  received  in  the  near  future  is  suffi- 
cient to  be  recognized  as  an  asset.    .,  .       >r.r>>i  <:,<•¥  ,;.;  . 

In  some  kinds  of  business  the  charge  of  a  sei*vice  fee  is  the 
most  important  source  of  revenue.  At  any  rate  the  delivery  of  a  prod- 
uct or  service  to  a  customer  usually  is  Siifficient  to  recognize  a  new 
asset.  The  asset  is  recorded  in  the  proper  account  like  cash  or 
axjcQunts  receivable.  The  source  of  the  asset  is  revenue.  Revehue 
is  distinguished  from  income  because  income  is  net  of  expense.     > 
Revenue  includes  expense.  Even  though  revenue  consists  of  both 
expense  and  income  or  loss,  the  total  amount  is  recorded  because  it  , 
is  usefxol  to  the  management  of  the  business.  Revenue  does  not 
constitute  a  gain  or  an  addition  to  the  owner's  egtiity,  because 
revenue  cem  mean  a  loss  as  well  as  a  gain.  For  example  if  an  object  , 
has  been  purchased  for  $1,000  and  is  sold  for  $900,  there  is  a  loag  j 
of  $100  with  no  income.  The  revenue  is  $900  and  the  applicable  cost  j 
or  expense  is  $1,000.  If  the  object  is  sold  for  $1,100  the  revenue 
is  $1,100,  the  expense  $1,000,  and  there  is  income  of  $100.  Use 
of  the  expression  gross  Income  is  unfort-unate.  We  prefer  to  use  a 
more  exact  terminology. 

Sales  of  different  products  or  services  are  often  classified 
separately  but  this  does  not  change  the  nature  of  revenue.  The 
revenue  always  must  be  matched  by  assets  received,  which  are  recorded 
on  the  left  side  of  the  accounts.  Separate  sales  accounts  for  different 
products 
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may  be  ixseful  for  management  in  stiidying  the  market  for  the  product. 
This  can  be  done  easily  by  sorting  the  sales  invoices,  or  notas,  which 
are  prepared  when  sale  to  the  customer  is  made. 

The  classification  of  revenue  by  sources  often  maJces  the 
assignment  of  expenses  difficult.  Some  expenses  easily  are  identified 
with  certain  lost  of  revenue.  Others  cannot  be  associated  easily 
with  particular  lots  of  revenue, but  can  be  identified  with  the  totsQ. 
revenue  of  the  accoitnting  period.  This  makes  it  difficult  if  not 

impossible  to  determine  the  profit  for  each  product,  each  territory, 
or  each  customer.  Hence  revenue  may  be  classified  for  managerial 
uses,  but  at  the  same  time  it  is  difficult  if  not  impossible  to 
classify  sources  of  net  income  usefully  in  the  same  manner.  Sometimes 
expenses  are  assigned  to  particular  products  only  in  so  far  as  the 
association  is  direct  and  clear,  like  the  direct  cost  of  the  object 
bought  and  sold  in  the  above  example.  But  this  does  not  give  the 
correct  income,  since  there  may  be  other  business  expenses  which  have 
made  a  contribution  to  this  particulsir  revenue.  Joint  costs  cannot 
be  assigned  to  revenue  except  on  a  basis  which  is  arbitrary. 

Sometimes  revenue  is  classified  into  operating  and  non 
operating  sources.  The  use  of  this  classification  is  not  always  clear. 
All  revenue  is  the  result  of  operations.  Non  operating  revenue  can 
refer  only  to  revenue  from  unusual  sources  which  are  not  the  regular 
intended  opefations  of  the  business.  Often  however  these  sources 
are  inevitable  in  the  production  and  ssile  of  a  product.  They  should 
not  be  looked  upon  as  only  accidental.  A  gold  mine  may  produce 
other  metals,  or  a  butcher  may  produce  hyd.es.  Or  a  sugar  factory  for 
instance  may  earn  interest  on  investments,  or  a  railroad  may  operate 
a  hotel.  Sometimes  these  are  separate  enterprises  in  which  both 
revenue  and  expense  may  be  accounted  for  separately  and  a  useful 
figure  obtained. 

CLASSIFICATION  OF  KXPENSES.  Where  expenses  are  matched  with  the  rev- 
enue of  a  business  as  a  whole  for  a  period,  expenses  may  be  classi- 
fied according  to  their  techniosil  function.  Thus   business  management 
may  find  the  total  direct  cost  of  product  sold  a  useful  datum.  Also 
the  total  cost  of  sales  effort  or  marketing  cost  may  be  useful.  Like- 
wise the  total  costs  of  all  general  administration  of  the  business  may 
be  useful.  These  classifications,  however,  are  for  the  purpose  of 
controlling  the  expenses.  The  classification  should  not  affect  the 
amount  of  net  income.  For  purposes  of  determining  net  income  expenses 
need  not  be  classified.  In  fact  such  classification  sometimes  leads 
to  confusion.  There  is  no  useftil  order  of  priority  in  the  arrange- 
ment. Expenses  may  be  classified  according  to  the  specific  object 
or  asset  which  is  the  source  of  the  expense,  like  cost  of  materials, 
cost  of  labor,  insurance,  or  depreciation.  Or  expenses  may  be  class- 
ified according  to  the  function  which  the  expense  performs,  like 
selling,  administration,  taxes,  etc.  The  former  usually  requires  more 
detail.  This  classification  sometimes  is  desirable  for  purposes  of 
control  of  expense.  But  often  the  functional  classification  is  more 
useful  because  it  groups  related  expenses  together  and  gives  the  total 
cost 


24  - 


of  a  functional  activity.  The  functional  grouping  is  often  desirable 
because  it  results  in  a  better  sxmunary  reporto  However  neither  class- 
ification is  strictly  the  best  for  purposes  of  control.  Expenses  are 
controlled  by  the  decisions  of  persons.  For  this  managerial  use, 
expenses  should  be  classified  according  to  personal  responsibility 
for  incurring  the  cost. 

A  good  revenue  and  expense  classification  for  ptirposes  of 
internal  management  and  control  usually  is  not  the  best  for  purposes  of 
external  Income  reporting  to  ownerSj,  the  government,  or  the  publico 
A  good  set  of  accounts  will  make  possible  more  than  one  kind  of  class- 
ification so  that  reports  may  be  made  to  suit  each  purpose. 

CONTENT  AND  FORM  OF  THE  INCOME  STATEMENT.  Since  one  of  the  important 
purposes  of  accounting  is  th^  computation  and  reporting  of  Income,  it 
is  well  to  give  early  consideration  to  the  essential  cpntent  and  form 
of  this  report.  It  has  been  found  generally  satisfactory  to  begin  the 
content  of  the  income  statement  with  the  revenue  of  a  period.  For 
purposes  of  general  use  outside  the  business,  the  total  revenue  may 
be  reported  as  a  single  figure.  Revenue  from        different 
soiirces  of  course  may  be  itemized  separately  and  a  tooal  of  all 
revenues  reported.  Revenue  must  be  net  of  adjustments  for  returned 
goods,  price  allowances,  discounts,  etc.  Only  the  exact  amount  of 
cash  received  or  other  currently  available  assets  determines  the 
amount  of  revenue.  Expenses  based  on  costs  to  the  business  should 
not  be  treated  as  deductions  from  overstated  revenue.  They  should 
be  reported  in  full  and  deducted  only  in  order  to  arrive  at  net  rev- 
enue, which  is  an  item  of  income » 

The  most  generally  satisfactory  form  of  an  Income  statement 
is  the  single  column  form.  This  form  begins  with  the  principal  sources 
of  revenue,  such  as  net  sales.  Next  the  applicable  costs,  or  expenses, 
are  deducted.  These  expenses  may  be  itemized  in  any  degree  of  detail 
desired,  but  in  gene  rail  the  statement  should  be  kept  simple.  Major 
functional  groups  of  expenses  accordingly  may  be  stated  as  a  single 
item  for  each  group.  Greater  detail,  when  desired,  may  be  presented 
best  in  supplementary  schediiles. 

One  major  group  of  applicable  costs,  or  expenses,  is  Factpry 
(or  merchandise)  cost  of  Ssdes,  This  is  commonly  called  Cost  of  Goods 
Soldo  These  costs  come  from  the  inventory.  Another  functional  group 
is  selling  costs.  These  may  include  all  kinds  of  marketing  and  distrib- 
ution costs.  A  third  functional  group  is  administration  costs.  This 
may  include  general  or  miscellaneaous  items.  It  should  include  ad- 
ministrative salaries  and  other  costs  of  operating  the  business 
successfully,  so  long  as  these  axe   sufficiently  remote  from  Inventory 
costs  which  are  properly  included  in  the  inventory  cost  of  the  goods 
sold.  A  few  other  miscellaneous  or  extraordinary  costs  may  be  report- 
ed separately,  especially  taxes.  Some  taxes  may  be  included  in  the 
inventory  cost  of  the  goods,  but  others  are  best  deducted  as  period 
expenses  without  first  being  added  to  the  cost  of  inventory  on  hand. 

Such  costs  as  taxes  are  anomolous.  They  do  not  contribute 
to  the  production  of  revenue.  Even  though  services  may  be  received 
from  the  government,  the  total  benefits  received  are  not  In  proportion 
to  the  amount  of  taxes  paid.  However  payment  is  necessaryj  it  occurs 
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every  year  ifith  a  degree  of  regularity,  and  Is  an  unavoidable  cost  of 
carrying  on  the  business.  Taxes  often  are  currently  deducted  as  paid 
even  tho'ogh  they  are  not  related  to  the  particxilar  revenue  in  the  same 
way  as  other  expenses* 

The  balance  of  revenue  after  expenses  is  net  revenue.  Net 
revenue  is  one  source  of  income,  usually  the  most  important  and  most 
regular  source.  A  business  may  receive  also  Income  from  extraordinary 
or  irregular  sources,  such  as  rent,  interest  and  dividends  on  invest- 
ments, or  sale  of  fixed  assets.  Such  income  is  not  derived  from  the 
main  pxzrpose  of  business  activity,  but  it  is  a  source  of  measured  gain 
nevertheless.  If  extraordinary  income  has  identifiable  applicable 
cost,  this  cost  should  be  deducted  before  reporting  the  net  income. 
In  some  cases  the  applicable  costs  are  too  difficxtLt  to  determine, 
and  often  no  specific  costs  of  these  items  can  be  found.  They  may  be 
included  in  other  expenses  because  they  cannot  be  identified.  Extra- 
ordinary incom"-  should  be  added  to  net  revenue  in  the  case  of  gain  or 
deducted  in  th-  case  of  loss.  The  result  is  a  computed  total  net  in- 
come for  the  business  as  a  whole.  Total  income  is  net  of  all  applica- 
ble costs,  yet  it  might  not  be  net  income  of  the  business,  because 
losses  from  other  sources  might  have  to  be  deducted.  Strictly,  losses 
bear  no  relationship  to  revenue  or  expense,  but  they  must  be  deducted 
from  total  income  from  other  sources  in  order  to  arrive  at  net  income 
reported  for  the  ©articular  period  of  time.  Miscellaneous  losses 
here  must  be  distinguished  from  negative  net  revenue. 

Losses  and  expenses  shoiild  not  be  confused  with  distribution 
of  income.  If  the  owner  of  a  business  withdraws  cash  or  other  assets 
from  his  business  to  pay  household  expenses,  the  withdrawal  is  not 
a  business  expense.  Business  income  must  be  computed  before  any  such 
withdrawals  are  talcen  into  account.  It  is  necessary  to  report  the 
withdrawal  because  it  explains  a  reduction  in  assets  and  a  reduction 
In  the  owner's  equity.  This  view  is  related  to  the  necessary  assump- 
tion in  good  accounting  that  the  activities  of  a  business  enterprise 
should  be  accounted  for  separate  from  other  economics  activities  of 
the  owner.  In  a  corporation  this  separation  of  the  biisiness  from 
the  owners  is  easy  l»ecaufle  it  is  generally  supported  in  law.  According- 
ly the  dividends  declared  by  a  corporation  are  not  expense  of  the 
corporation  even  though  they  are  paid  out.  The  result  of  a  dividend 
paid  by  a  corporations  is  a  reduction  in  Retained  Earnings  and 
a  reduction  in  cash. 

Business  enterprises  which  axe   not  incorporated  usua].ly 
consider  interest  paid  as  an  expense.  Strictly  this  is  not  correct. 
Interest  is  paid  because  the  business  has  borrowed  in  the  form  of 
interest  bearing  debt.  If  the  owners  had  invested  sufficient  funds 
there  woxild  be  no  interest  paid,  yet  the  level  of  production  would  be 
carried  on  in  the  same  way.  No  additional  assets  sire  consumed  in 
the  productive  process  because  the  capital  in  use  is  borrowed  instead 
of  invested  by  the  owners.  The  use  of  assets  should  resiilt  in  suffi- 
cient earnings  to  pay  the  interest,  but  there  should  be  interest 
earned  on  all  assets  in  use  and  nob  merely  interest  on  the  amount 
borrowed.  Interest  paid  is  more  properly  classed  as  a  distribution 
of  eamfjags  to  the  contributor's  of  the  assets  and  not 
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as  expense  because  it  is  not  derived  from  the  use  of  assets.  As  a 
practical  matter  however,  small  amounts  of  interest  deducted  as  expense 
in  an  unincorporated  business  is  not  objectionable.  The  main  object 
in  this  case  is  to  determine  net  income  to  the  owners.  Thus  Interest 
may  be  deducted  for  borrowed  capital,  bxit  no  interest  may  be  deduct- 
ed for  the  owner's  capital.  Interest  on  borrowed  money  must  be  paid 
like  any  other  debt,  but  there  is  no  similar  compulsion  to  pay  interest 
to  the  owners  for  their  investment.  It  can  be  paid  only  if  earned. 
In  corporation  income  reporting,  the  above  distinction  is 
correctly  made  in  general  practice.  While  interest  on  notes  and  bonds 
payable  may  be  called  expense  improperly,  it  is  customary  to  report 
interest  paid  as  a  first  claim  to  the  distribution  of  income  determined 
without  deduction  for  interest.  Income  of  the  corporation  should 
first  be  viewed  from  the  standpoint  of  all  investors  who  have  contrib- 
uted to  the  business.  Income  is  distributed  first  to  those  investors 
having  priority  of  contracted  claims  over  others.  These  are  the 
creditors,  usually  bondholders.  Thus  interest  paid  to  creditors 
is  a  first  claim  to  distribution,  dividends  to  preferred  shareholders 
is  a  second  claim  to  distribution,  and  dividends  to  other  shareholders 
a  third  claim  to  distribution. 

Good  income  reporting  should  show  the  disposal  6f  income  as 
well  as  its  derivation.  Hence  regular  dividends  may  be  deducted  from 
the  periodic  income.  The  balance  of  income  which  remains  is  an 
addition  to  retained  earnings  of  the  business.  One  of  the  important 
sources  of  funds  for  biisiness  expansion  is  income  retained  after 
deducting  losses,  interest,  income  taxes,  and  dividends.  The  retained 
income  of  a  business  is  reported  as  a  balance  sheet  equity  closely 
related  to  the  owners '  or  shareholders '  investment.  Even  if  it  is 
objectionable  to  call  this  a  shareholders'  equity,  it  is  nevertheless 
a  source  of  assets.  Retained  Earnings  is  an  account  title  commonly 
used  by  corporations  for  this  purpose.  Even  in  an  unincorporated 
business  retained  earnings  should  be  reported  as  distinct  from  capital 
invested.  This  reports  a  certain  natural  growth  of  the  business. 
For  many  legal  and  economic  purposes  retained  income  requires  treatment 
different  from  contributed  capital.  The  source  of  these  equities 
may  ELffect  their  subsequent  use. 

Formerly  the  income  which  is  retained  for  use  in  the  business 
and  not  paid  out  to  the  owners  was  called  Surplus,  or  Rest.  This  has 
proved  to  be  an  unfortunate  selection  of  titles.  Surplus,  Restp  or 
Balance,  suggests  that  the  amotmt  represents  something  excessive  and 
not  reulred  for  proper  conduct  of  the  business.  This  is  certainly 
not  the  case.  In  recognition  of  this  fact  some  accotinting  associ-  ""ions 
have  recommended  use  of  the  title  Retained  Earnings  as  an  account 
supplementary  to  the  invested  capital.  We  shall  continue  to  use 
the  title  Retained  Earnings. 

The  results  pf  the  income  statement  should  be  integrated 
fully  with  the  position  statement.  This  often  has  been  done  by  jise 
of  a  separate  statement,  a  Reconsiliation  of  Surplus  or  Retained 
Earnings.  Sometimes  items  of  gain  or  loss  are  omitted  from  the  income 
statenent  because  of  difficulty  in  assignment  to  the  correct  fiscal 
period.  Instead,  these  items  are  added  to  or  deducted  from  the 
Retained  Earnings 
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reported  in  the  position  statement.  The  difficulty  is  the  possi- 
biixty  of  failing  to  assign  the  gain  or  loss  to  any  fiscal  period. 
As  a  result  these  items  might  be  overlooked  entirely  by  the  reader  of 
the  reports.  The  statement  of  Retained  Earnings  Reconciliation  is 
intended  to  correct  this  situation.  This  reconciliation  always  should 
be  made.  But  it  leaves  the  question,  however,  whether  it  is  better 
to  reconcile  Retained  Earnings  of  one  date  with  that  of  another  date  in 
a  separate  statement,  or  whether  it  is  better  to  incorporate  the  re- 
conciliation in  the  main  body  of  the  regular  income  statement.  The 
danger  of  the  reader  overlooking  such  a  reconciliation  is  reduced  if 
reconciliation  is  made  as  a  conclusion  to  the  regular  statement  such 
as  in  the  illustration  below. 

This  gives  rise  to  the  use  of  the  combined  statement.  In  the 
combined  statement  all  changes  in  the  Retained  Earnings  sujcount  are 
f Tilly  accounted  for  in  a  single  statement.  Accordingly  there  are  no 
adjustments  to  retained  earnings  except  as  they  have  been  reported  in 
the  income  statement. 

ILLUSTRATION  OF  FORM.  In  illustration  of  the  foregoing  discussion,  the 
form  of  a  corporate  income  statement  is  as  follows. 

X  COMPANY 
INCOME  STATEMENT 
YEAR  ENDED  DEC.  31,  1963 

Net  Sales $  100,000 

Merchandise  Cost  of  Sales  $  60,000 

Selling  Expenses  -  total  15,000 

Other  Expenses  -  total 10.000 85  „  OOP 

Net  Revenue I  15,000 

Extraordinary  Income • IS^OOQ... 

Total  Income  , ,.  $  30,000 

Non  -  Revenue  Losses; 

Unusual  Fire  Losses $  2,500 

Losses  Sale  of  Fixed  Assets 2.000 4.500 

Net  Income  for  the  Year •.•••.••••. $  25,500 

Less  Bond  Interest  Charges 15.000 

Balance  After  Interest  Charges  $  10, 500 

Income  Taxes ...•• jl* ^«500 

Balance  $   8,000 

Dividends  on  Shares  ai 5.000 

Balance  of  Earnings  Retained $   3,000 

Retained  Earnings  Jan.  1 »»  - 52^,000^ 

Total »t  55,000 

Retirement  of  Shares  at  more  than  book  value ^    10. OOP. 

Retained  Earnings,  Dec.  31  $  25,000 
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According  to  this  combined  form  the  last  item  appearing  on 
the  income  statement  is  the  same  as  the  last  item  appearing  among  the 
sources  of  the  position  statemento  The  foregoing  statement  shows 
Retained  Earnings  at  the  beginning  of  the  year  as  132,000.  The 
reduction  to  $25^000  at  the  end  of  the  year  is  fvCLlj   accounted  for. 

The  general  theory  of  this  income  statement  is  to  begin 
vrith  the  revenue  of  $100p000j  and  show  the  full  use  made  of  this  amount. 
The  remaining  balance  of  revenue  is  carried  forweird  with  all  necessary 
adjustmentsj,  until  the  last  remaining  balance  here  of  $3,000  is  added 
to  the  Retained  Earnings  accounto  One  item  reported  here  is  the  re- 
purchase of  some  of  the  corporations  own  shares  at  more  than  book  value. 
This  apparent  "loss'"  is  not  properly  treated  as  a  loss,  but  is  a  special 
dividend  paid  to  the  retiring  shareholders  upon  reaquisition  of  their 
shares.  This  is  to  compensate  the  retiring  shareholders  for  their 
contingent  equity  in  retained  earnings. 

THE  SINGLE  STEP  STATEMENT.  Some  accountants  have  objected  to  the 
detailed  analysis  and  group  arrangement  of  the  statement  presented 
above.  They  look  upon  the  statement  as  a  two  column  affair  where 
the  most  important  considerations  are  the  reporting  of  all  positive 
contributions  to  the  stream  of  income^  on  the  one  hand,  and  all  negative 
charges  against  the  stream  of  income  on  the  other  hand.  The  balance 
of  gain  or  loss  left  at  the  conclusion  is  what  should  be  emphasized. 
Accordingly  the  above  statement  may  be  rearranged  in  the  single  step 
form  as  follows: 

X  COMPANY 
INCOME  STATEMENT 
YEAR  1963 

QfiLj.es   o....ao.e.....o.o.«ooe....oo.oo.e..o.o...<»«oooooeo   vJ-^^9  ^vJU 

Ebctraordlnary  Income  «ee.a..a.o«*..o«sa«o.o......i>ooo.. »   15 . 000 

Total  Revenue  and   Income  0aae......oo....s.<>.ooa>*...o..  $115,000 

Deduct  :  Expenses  and  Losses  i^ 

Cost  of  Goods  Sold $  60, 000 

Selling  Expenses  00.....00..000000.   15, 000 

Other  Expenses  a..e.oo.*....o.o..ao   10,000 

IMusual  Fire  Loss  .. ........ .«•«...         2,500 

Loss  Sale  of  Fixed  Asset  ..........    2,000 

Income  Taxes  «oeo.....«.i....6tio»oo.    2.500 92 . 000 

^ely  XnC Ome  ooooeo.o.oeo.....*o.. ...•.«... .o.o.  s.........  v  ^^, uuu 

Less  8  Income  Distributions: 

Interest  Charges  ..o».oooo««.o«o.«...  $  15,000 
Dividends  eoooooo.oo.o.«<io»..o.oo.oo .    5«000     20^000 
Balance  of  Earnings  Retained  .a.a....ao.a....o. .........  $  3,000 

Retained  Earnings  Jan.  1  •.. .....<> $   32,000 

Retirement  of  Shares  Adjustment  « • 10.000     22.000 

Retained  Estmings  Deo.  31  ae».«eea...*s..o...«e.....oi>o.  $  25,000 
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In  the  single  step  form  all  expenses  and  other  deductions 
sxoept  dividends  are  made  before  reporting  net  income  of  $23,000, 
This  is  the  total,  amount  remaining  which  might  be  distributed  legal- 
ly to  the  investors.  A  total  of  $20,000  is  distributed  to  investors, 
lea-d.ng  $3,000  to  be  retained.  The  single  step  form  is  often  ended 
with  the  income  of  $23,000  less  distributions  to  bondholders,  |15,000, 
leaving  |3,000  for  share  holders.  But  there  is  no  reason  that  the 
reconciliation  of  retained  earnings  cannot  be  appended  to  the  single 
step  statement  j'ost  as  well  as  it  can  be  appended  to  the  more  conven- 
tional classified  statement  shown  earlier. 

In  early  history  ths  income  statement  often  was  reported 
in  two  column  account  foi-m  which  resembled  the  debit  and  credit  columns 
of  a  ledger  account.  This  form  lends  itself  well  to  the  single  step 
concept.  There  can  be  no  serious  objection  to  reporting  the  matching 
pf  expenses  and  revenue  in  this  manner  once  the  single  step  form  is 
accepted.  One  important  feature  of  the  single  step  form  is  that  there 
are  no  deductions  made  from  revenue  as  if  some  expenses  had  priority 
o'lrer  others.  Some  accountants  believe  this  is  an  advantage  in  reporting 
income  fairly* 


Chapter  4  PRINQIPLES  OF  DOUBLE  ENTRY  BOOKKEEPING 

THE  BALANCE  SHEET  EQUATION^  The  balance  sheet  is  one  of  the  oldest 
accoimting  reports  o  It  was  tised  soon  after  the  12th  century  in 
Europe  as  a  statement  to  show  the  extent  to  which  the  property  of  an 
owner  was  strfficient  to  pay  the  debts  of  the  owner o  Most  early  bsuL- 
ance  sheets  were  made  for  single  proprietors  and  for  partnerships o 
The  property  owned  was  itemized  for  comparison  with  debts  which  we 
now  called  liabilitieSo  It  was  expected  that  the  total  value  of  the 
property  exceed   the  total  debts  by  some  amounto  Property  soon  was 
called  assetso  The  difference  between  assets  and  debt  represented 
the  net  equity  of  the  owners  of  the  businesso  Thus  an  equation  could 
be  constructed  in  which  property  owned  is  equal  to  debts  plus  the 
owner's  balance o  This  can  be  expressed  ass 

ASSETS  "  DEBT  OWNED  =  OWNER'S  BALANCE 
Mathematically  this  may  be  represented  by  symbols  and  airanged  in  a 
different  order,  such  that  assets  constitute  one  side  of  the  equation 
and  claims  against  the  business  constitute  the  other>  sideo  ,.This 
then  can  be  written  as*. 

ASSETS  =  LIABILITIES  +  BALANCE 

In  the  case  of  an  unincorporated  enterprisep  the  owners" 
balance  need  consist  only  of  the  name  of  each  owner  and  his  share  of 
the  balance o  In  an  unincorporated  enterprise  the  ownership  is  simple o 
The  oxmersp  called  proprietors^  own  the  assets  individually  or  col- 
lectively in  the  case  6f  partnerahipj  they  owe  debts  and  might  have 
an  equity  balance  after  debts o 

The  above  two  forms  of  the  equation  have  given  rise  to  two 
forms  of  balance  sheeto  The  first  form  is  sometimes  called  the 
report  formo  In  this  the  liabilities  are  deducted  from  the  assets 
to  determine  the  owner °s  balanceo  This  balance  sheet  thus  is  pre- 
sented as  a  single  column  statement  with  three  groups  of  item: 
assets.,  liabilitiesj,  and  owner  "s  balance©  '  The  second  form  is  called 
the  acca^^nt  formo  In  this  the  liabilities  and  owner's  balance  are 
added  such  as  to  equal  •  '  dsha  assetso^^  ■>  This  is  presented  as 
a  two  column  report  with  assets  on  one  side  and  liabilities  and 
owner's  balance  on  the  other  sideo 

There  is  little  need  to  consider  the  comparative  merits  of 
these  two  forms o  The  difference  in  information  presented  is  super- 
ficialo  When  liabilities  are  deducted  from  assetsg  the  liabilities 
are  fully  disclosed  in  detail  just  as  if  the  two  column  account  form 
were  usedo  No  information  is  losto  In  the  account  forme,  the 
liabilities  must  in  fact  be  deducted  from  the  assets  before  the 
oTmer's  balance  is  knoxmo  But  the  two  reports  give  the  same  informa'^ 
tion  with  about  equal  emphasis  on  each  parto  Which  form  is  used 
should  not  be  important o  Always  it  is  objectionable  to  deduct 
liabilities  from  assets  if  only  the  difference  is  reported.,  The 
deduction  is  not  objectionable  if  there  is  a  full  report  of  all 
assets  and  liabilltieSo  This  generalization  applies  to  the  balance 
sheet  as  a  whole o  It  is  always  objectionable  to  deduct  particular 
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liabilities  from  particular  assets,  while  reporting  other  liabilities 
on  the  Opposite  side  of  the  equationo  This  makes  it  impossible  to 
report  correct  totals. 

In  a  legsil  corporation  the  explanation  of  the  ri^t  side 
of  the  equation  is  more  difficulto  Given  the  early  origin  of  the 
balance  sheet  in  sole  proprietorship  forms  of  business  ownershipp 
it  is  easy  to  understand  that  later  the  shareholders  were  called  the 
proprietord  df  the  corporatiouo  But  individxisLl  shareholders  now 
rarely  have  the  rights  which  proprietors  originally  hado  Sh8u:«hold- 
ers  have  been  called  proprietors,  but  this  explanation  itf  not  entire- 
ly satisfactory.  The  corporation  is  a  legal  entity  separate  flrom  the 
shsureholderso  The  shareholders  do  not  own  the  assetsj  the  corpora- 
tion owns  the  assets..  The  claims  of  the  shareholders  to  benefits 
in  the  assets  are  at  best  only  indiiJect  and  contingent.  The 
enterprise  is  a  tteparate  entity  legally  distinct  ftom  the  sharehold- 
ers whether  the  shareholders  are  considered  individually  or  collect- 
ively. This  view  has  h^^en  more  clearly  recognized  in  law  than  it  has 
in  accounting, 

Shareholdors  do  not  and  cannot  manage  the  company's  affairs 
either  individually  or  collectivelyo  As  a  general  rule  they  can  vote 
for  members  of  a  Board  of  Directors  and  on  a  very  few  other  matterso 
The  Board  of  Directors  appoints  officers  of  the  company  like  a 
president  or  treasurero  The  officers  in  turn  employ  professional 
managers  to  direct  the  operations  of  the  companyo  Shareholders 
have  no  direct  voice  in  management  either  individixally  or  collective- 
ly. They  can  vote  for  a  few  of  the  company's  major  policies^  such 
as  change  in  corporate  charter  and  change  in  capitaiizatiouo  Each 
shareholder  individually  has  certain  rights  to  share  proportionate- 
ly with  other  shareholders  in  the  distribution  of  profits  if  the 
Board  of  Directors  distribute  profitso  Perhaps  the  most  important 
right  of  a  shareholder  is  the  right  to  buy  or  sell  shares  in  the 
market  without  consulting  the  companyo 

The  corporation  is  organized  with  property  invested  by 
the  sheireholders  in  exchange  for  shares  of  stock o  The  shares  issued 
are  an  important  soxirce  of  operating  property  for  a  corporationo 
This  source  is  stated  as  the  amount  of  investment  originally  contrib- 
uted by  the  shareholderso  Income  or  loss  which  results  later  accrues 
to  the  corporation  and  not  to  shareholderso  It  is  accotmted  for 
separately  in  the  balance  sheeto  It  is  a  contingent  claim  of  the 

shareholders  and  a  source  of  funds  for  the  corporationo  Thusp  for  a 
corporation  the  equation  may  be  written  as: 

ASSETS  =  LIABILITIES  +  SHAREHOLDER  EQUITY 
Sometimes  the  shaMholders '  investment  is  analyzed  into  more  than 
one  itefflo  Different  classes  of  shares  are  reported  separately* 
Sometimes  the  retained  earnings  of  the  company  is  analyzed  into 
several  parts,  but  the  total  of  both  investment  and  earnings  signifies 
a  balance  over  which  shareholders  ha^re   no  direct  controlo  These  may 
be  equities  of  the  investors,  but  more  certainly  they  are  sources  of 
assetso 

In  American  giccoixnting  the  word  equity  often  has  been 
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applied  to  the  entire  right  side  of  the  balance  sheet e  Thus  the 
word  indicates  all  kinds  of  sources  of  assetso  In  British  account^ 
ing  the  word  equity  often  has  a  narrow  meatiingo  Use  of  the  word 
sometimes  is  confined  to  the  shareholders"  equity  onlyo  The  broad- 
er meaning  is  justified  on  the  ground  that  in  modem  corporate 
practice  the  distinction  in  ri^ts  between  share  capital  and  lang= 
term  debt  is  not  as  sharp  as  it  once  waso  For  examples  the  distinct 
tion  between  th»  rights  of  income  bondholders  and  preferred  shar«= 
holders  is  in  general  not  clear  and  at  times  it  is  difficult  to. 
makeo  This  is  especially  true  if  the  bonds  are  of  very  long  termo 
Accordingly  the  general  corporate  balance  sheet  equation  may  be 
written: 

ASSETS  =  EQUITIES 
Or  it  may  be  written: 

ASSETS  =  SOURCES,, 
This  form  lends  itself  to  the  interpretation  that  the  assets  of  a 
company  equal  the  sources  of  investment  in  these  assetSo  It  may  be 
said  that  the  company  owns  the  assets  and  the  investors  who  have 
contributed  the  assets  own  the  companyo  This  does  not  deny  that 
these  9ottrces  of  assets  are  claims  against  the  company  for  the 
amounts  investedo  Liabilities  are  sources  of  assetg|  they  are  also 
claims  against  the  ccanpany  and  must  be  paid  in  the  amounts  indicated. 
The  shareholders'  equities  are  sources  of  assets^  they  also  are 
claims  against  the  companyj,  but  collection  cannot  be  enforced  in  the 
amounts  indicatedo  They  have  no  sectirity  other  than  ^at  sitpplied 
by  the  assets  sufter  the  liabilities  have  been  paido  Also  there  is  no 
specified  date  of  paymento  In  fact  there  is  no  agreement  to  repay 
at  alio 

The  income  of  a  corporation  is  earned  by  the  corporatiouo 
Iftider  the  separate  legal  entity  viewp  the  inccme  of  the  corporation 
is  income  of  the  slwreholders  only  if  distributed  to  themo  A 
corporation  often  retains  a  large  part  of  its  incomeo  This  retained 
income  sometimes  is  called  an  equity  of  the  shareholderso  If  legally 
it  is  not  stockholders'  income^  then  it  cannot  be  shareholders' 
equity*  But  it  is  a  source  of  property  for  the  company  and  therefore 
it  may  be  reported  with  other  equities  on  the  basis  of  being  a  source 
of  assets  and  a  contingent  claim  much  as  are  other  shareholders' 
equitieso  The  sotirce  is  earnings  by  the  grompanyg  it  is  not  a 
contributed  investment o  This  difference  is  important  and  requires  to 
be  reported  as  a  separate  item  distinguishable  ftom  contributions 
made  by  the  shareholders o  Accordingly  the  corporate  balance  sheet 
equation  may  be  expanded  to  reads 

ASSETS  =  LIABILITIES  +  SHAREHOLDER.  INVESTMENT  +  -• 
RETAINED  INCOME 

Sometimes  current  income  is  distinguished  from  the  income 
of  past  yearso  In  the  balance  sheet  this  distinction  is  not  essential. 
Each  year  the  current  income  retained  is  added  to  the  ijxcdnss^  ^TQyiaQs\r 
ly  retained. 

POINT  OF  VIEtfo  An  iiqxjttaat  question  here  is  the  point  of  view  from 
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which  the  accounting  information  shoiiLd  be  presentedo  ts  it  the 
point  of  view  of  the  owner^  or  is  it  the  pibint  of  view  of  the 
enterprise  as  an  operational  activity?  The  point  of  view  of  the 
btisiness  as  an  operational  activity  is  often  the  more  usefxilo  The 
point  of  view  of  the  owner  can  be  a  special  caseo  In  the  case  of  an 
unincorporated  business,  the  distinction  between  the  business 
enterprise  and  the  individual  owners  is  convenient  fictiono  It  is 
the  effectiveness  of  business  operations  that  is  of  first  importance* 
The  business  activity  of  each  enterprise  owned  by  one  man  requires 
a  separate  accountingo  The  financial  activities  of  a  man's  house- 
hold must  be  separated  from  those  of  any  of  his  other  activltieso 
The  several  activities  of  one  manp  of  coiirsec,  may  be  consolidated 
later  if  this  serves  any  useful  purpose o 

In  corporate  accounting  the  point  of  view  is  the  legal 
companyo  A  complete  set  of  accounts  and  reports  should  include  all 
the  activities  of  one  legal  companyo  However  for  many  economic 
purposes  the  legeQ.  entity  is  ignored  by  consolidating  the  activities 
of  more  than  one  company  as  if  the  group  of  companies  were  engaged 
in  a  related  group  of  activities o  The  consolidated  statement  of 
corporations  Is  useful  for  some  business  purposes  and  it  is  recogniz*^'. 
ed  in  law  for  some  piuposeso 

EXPENSE  ANT  REVEICg  ACCOUNTSo  In  early  times  the  balance  sheet  was 
the  primary  accotinting  report  o  History  shows  that  the  Income  State- 
ment was  slow  in  developingp  but  eventually  it  vrais  raised  in  impor- 
tance to  that  of  the  balance  sheet o  Some  say  that  the  importance  of 
the  income  statement  exceeds  that  of  the  balance  sheets  but  at  any 
rate  both  statements  usually  are  prepared  at  the  same  time  and  the 
accounts  are  ccanplementary  such  as  to  provide  more  complete  informa- 
tion o 

The  balance  sheet  equation  is  easily  expanded  to  include 
expense,  lossp  and  income  accountso  Expenses  owe  their  origin  to 
assets o  An  ea^pense  -4s  an  asset  which  has  been  consumed  in  the  proc- 
ess of  producing  revenue o  Accordingly  expenses  are  derived  from 
uses  of  assets  or  propertyo  They  are  not  directly  adjtistments  to 
the  owner's  equityo  Expenses  are  the  consumption  of  assets  for 
compensatiouo  Losses  arise  through  the  cdnsumption  of  assets  id.thout 
compensationo  Accorilingly  it  is  logical  that  expenses^  lossesp  and 
assets  be  on  the  same  side  of  the  equatiouo 

Income  is  a  source  of  assets o  The  asset  is  logiceilly  re- 
ported on  one  side  of  the  equation  and  its  source  on  the  other o 
Income  may  arise  also  from  the  extinction  of  a  liabllityo  In  tbis 
case  income  replaces  the  liability  on  the  same  side  of  equation* 
Thus  we  may  write  the  eqtiation  in  further  expanded  form  ass 
ASSETS  +  EXPENSES  +  LOSSES  =  LIABILITIES  +  SHAREHOLDERS  INVESTMENT  + 

RETAHSBD  INCOME  +  REtJEBTJE  ♦.INCtlfclE. 
In  shorts  A  +  E  +  L  =  D  +  S+iR  +  I  +E 

A  ,§ignifles  Assets,  E  signifies  Expense,  L  signifies  Losses,  D  signi- 
fies Liabilities,  S  signifies  Shareholders  Investment,  R  signifies 
Retained  Income  of  past  period,  and  I  signifies  EeveB$ie.   Sftd.E   -•, 

InccMuetf 
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PRINCIPLES  OF  THE  lEDGiERo     The  balance  sheet  equation  expanded  as         , 

above  gives  the  fundamental  ba^is  for  double  entry  feccoimtingt 

Double  entry  bookkeeping  is  sometimes  discussed  as  though  this  meant     , 

recording  the  same  information  twice  for  the  sake  of  maintaining  a    ^^  %: 

desirable  balance  between  the  two  sides  of  a  ledgero  One  side  of 

the  ledger  thus  would  be  considered  as  a  verificaticJn  of  the  other 

side.  But  this  is  not  the  caseo  The  basic  data  of  aeeotinting  is 

the  business  transactiono  This  consists  in  the  demonstrable  exchange 

of  equal  valueso  It  is  essential  for  more  complete  records  that 

both  parts  of  an  exchange  be  recordedo  Single  entry  bookkeeping 

merely  fails  to  record  one  or  more  elements  of  a  transsujtion. 

Therefore  it  is  incomplete  bookkeepingo 

We  have  seen  that  assets?  expenses^  and  losses  comprise 
one  side  of  an  eqTiationi  and  we  have  seen  that  debtsp  investment., 
and  retained  income  of  past  and  current  periods  comprise  the  other 
side  of  the  equationo  This  expanded  equation  is  the  basis  for  a 
self  balancing  ledgero  It  remains  to  be  decided  to  what  extent 
items  and  groups  of  items  of  each  class  should  be  itemized  in  detail. 
Each  item  must  be  reported  in  one  of  the  two  statements.)  either  in 
the  balance  sheet  or  in  the  income  statements 

A  ledger  is  essentially  the  above  eqtiation  expanded  in 
written  form  such  as  to  provide  for  recording  all  increases  and 
decreases  of  each  item  to  be  reported  in  either  the  balance  sheet  or 
the  income  statemento  These  increases  and  decreases  are  taken  trom 
the  business  transactionso  An  account  accordingly  consists  essen- 
tially of  two  sidesp  one  side  is  for  monetary  increases  and  one  side 
is  for  monetary  decreaseso  Any  other  information  in  the  account 
should  be  extremely  brief  o  There  must  be  shown  the  title  of  the 
accounts,  columns  for  dates  of  the  entries^  and  columns  for  brief 
symbols  of  reference  so  that  the  sources  of  the  entries  can  be  veri~ 
fiedo  Thus  each  individual  asset  or  closely  related  group  of  assets 
should  have  one  account  in  the  ledger..  Each  expense  or  related 
group  of  expenses  should  have  one  account  in  the  ledgero  Likexd.se 
each  liability  and  each  of  the  other  equities  to  be  reported  should 
have  an  account  in  the  ledgero 

The  ledger  is  defined  as  the  entire  collection  of  accounts, 
each  of  which  is  to  be  reported  in  one  of  the  two  major  accounting 
statements^  the  balance  sheet  and  the  income  statemento 

As  stated  above,  an  account  consists  essep.€ially  of  two 
money  columnso  In  one  column  is  recorded  increases  and  in  the  other 
column  is  recorded  decreaseso  Using  cash  as  an  examples  assume 
there  are  two  receipts  of  cash  for  #  IO5OOO  and  #  7p000  and  three 
payments  of  cash  for  |  25,0003  $  SpOOClj  and  $  l<,000o 


^'  ?."* 
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j^The  cash  account  will  appear  as  follows s 

CASH 


:ri^ 


(5~),  "a.  ■•> -^ 


-?!' 


10,0001(2) 

7,000  (3) 

(4) 


2,000 
5,000 
1,000 


-"^-s,  i 


The  balance  of  cash  on  hand  should  be  I  17,000  -  $  8,000  =  t   9,000. 

For  further  illustration  assume  some  simple  business  trans- 
actions. Anwar,  the  owner  of  a  provisions  storej,  (l)  invests  $10,000 
cash,  (2)  buys  equipuent  for  I  2,000,  (3)  buys  saleable  goods  for 
$   5,000  and  (4)  haya   supplies  for  ^  l,.000o'.(5!l  Ail  liiarchandise  is  sold:  ^or 
$  7,000  cash.  The  transactions  may  be  recorded  in  five  ledger  accounts 
as  follows. 


TiT 

(5) 


CASH 
10,000] (2) 


7,000 


(3) 
(4) 


2,000 
SpOOO 
1,000 


(27 


EQUIFMENT-COST 
2,000 1 


^^.■'i''ii-jM'%    '■■'■;.' 


'k*  ^'-    ■ 


ANWAR  .    OWNER 

(Jl  10,000 

(5)  2,000 


747 


SUPPLIES  -  COST 


1,000 


W 


MERCHAIJDISE  COST 
5, 000  US) 


5,000 


i>««f' 


J  <; /There  are  only  five  transactions;,  but  theps.  must  be  at  least  ten 
V-  entries  for  the  five  transactions.  In  the  simplest  transaction  there 
are  always  at  least  two  elementsj,  each  requiring  an  entry.  Some 
transactions  require  more  than  one  entry  on  one  side  or  even  on  both 
sides  of  the  ledger,,  Double  entry  bookkeeping  records  each  element, 
and  requires  that  the  totals  of  the  two  sides  be  equal.  In  the 
'.  present  example  the  entries  are  numbered  (l)  to  (5),  according  to  the 
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transactions,  in  order  to  identify  the  origin  of  the  entries*  TSait 
entries  of  the  five  transactions  are  explained  €is  follows. 

(1)0  An  increase  in  business  cash  of  %  10,000  is  recorded 
on  the  left  side  of  the  asset  cash  aecottnt*  the  source  of  the  cash 
is  the  owner's  investment.  Consequently  the  source  of  the  investment 
is  recorded  on  the  right  side  of  the  Anwar *s  account,!  10,000* 

(2)e  The  purchase  of  equipment  increases  the  asset  equLp" 
ment  $  2,000,  and  is  recorded  on  the  left  side  of  the  equjLpaent  ao«  ' 
counto  Cash  is  paid  in  the  full  amount  of  cost,  and  a  decrease  ia 
the  asset  cash  is  recorded  on  the  right  side  of  the  cash  account,  '^' 
%   2,000. 

(3)»  The  purchase  of  merchandise  for  cash  is  recorded  is 
similar  manner.  The  increase  in  the  asset  merchandise  is  recorded  on 
the  left  side  of  the  merchandise  account  |  3,000.  The  decrease  in 
the  asset  cash  is  recorded  on  the  right  side  of  the  cash  account, 
%   3,000. 

(4).  The  purchase  of  supplies  requires  a  left  side  entry 
in  the  sTq>plies  account  $  1,000.  A  decrease  in  cash  which  is  paid  re- 
quires a  ri^t  side  entxy  in  the  cash  account,  %  1,000* 

(5).  The  fifth  transaction  is  more  complez.  Cash  |  7,000 
is  received,  which  is  recorded  on  the  left  side  of  the  cash  account. 
Merchandise  is  sold,  but  the  sale  price  is  greater  than  the  recorded 
cost.  Only  the  recorded  cost  shotild  be  entered  on  the  right  side  of 
the  merchandise  accoxmt.  One  can  remove  from  an  account  only  iriiat  is 
put  into  the  account.  The  ri^t  side  entry  of  %  5,000  removes  the  re- 
corded cost  of  merchandise  sold.  The  beilance  is  a  gain  to  the  owner, 
or  inc(»ne.  Hence  I  2,000  is  recorded  as  an  addition  to  the  owner's 
account  on  the  right  side.  If  desired,  a  separate  account  may  be 
used  for  recording  the  incone.  TTiis  separates  income  from  the  owner's 
invested  capital. 

The  mechanics  of  accounting  for  assets  may  be  summarized 
briefly:  increases  in  assets  are  recorded  at  cost  on  the  left  side  of 
an  account.  Decreases  in  assets  at  cost  are  recorded  on  the  ri^t . ;. 
side  of  the  appropriate  account*  If  cost  is  recorded  on  the  loft 
side,  then  &nly  cost  subtracted  can  be  recorded  on  the  rig^t  side* 
The  source  of  an  asset  always  requires  an  entry  on  the  ris^t  side 
of  an  account.  This  source  may  be  the  owner's  investment;  it  may 
be  liability  as  in  the  case  of  buying  on  credit  or  borrowiaj^;  it 
may  be  income  of  the  enterprise;  or  it  may  be  another  asset* 

DEBIT  AND  CREDIT.  There  is  sometimes  a  great  deal  of  usalSM  discus- 
sion about  debit  and  credit.  Actually  these  words  refer  to  nothing 
more  than  the  left  and  iright  sides  of  accounts.  Whatever  might  have 
been  the  original  meai^ing  of  these  words,  in  modem  accounting  debit 
refers  only  to  the  left  side  of  any  account.  The  word  "charge"  also' 
is  used  to  indicate  the  left  side  of  an  account*  Credit  simply 
refers  to  the  right  side  of  any  account.  Odb   side  of  an  account 
always  indicates  an  additicm  to  the  balance  in  the  account  and  the 
other  side  aboya'izidlcates  a  subjtraction  from  the  balance  in  the 
account.  This  relationship  is  conveniently  referred  to  as  debit  and 
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credit,  but  whether  debit  means  addition  or  subtraction  depends  on  the 
nattire  of  the  account  as  determined  by  the  balance  sheet  equationo 
Additions  to  assets,  costs,  expenses,  and  losses  are  debitSo 
Subtractions  in  these  accoimts  are  credits..  Additions  to  liabilitiesp 
owner's  claims,  and  income  are  credits,  while  subtractions  frcsil  these 
accounts  are  debits <> 

Often  too  much  emphasis  is  placed  on  the  fact  that  a  ledger 
must  be  in  balance o  A  complete  set  of  accounts  must  be  in  balance  in 
order  to  avoid  error.  But  a,any  errors  can  exist  even  though  the 
ledger  is  in  balanceo  The  test  of  balancing  is  not  sufficiento 
Recording  an  entire  transaction  in  error,  or  failing  to  record  a  trans- 
action results  in  error »  Also  a  debit  or  a  credit  in  the  wrong  ac"-. 
count  results  in  erroro  Yet  none  of  these  errors  cause  failure  of 
the  ledger  as  a  whole  to  be  in  balanceo  Lack  of  balance  is  proof 
only  of  certain  kinds  of  errorso 

EXTENDED  EXAl^IPLE.  A  summary  of  the  self -balancing  ledger  procedure 
may  be  illustrated  with  a  few  more  transaction  as  follows: 

1)0  Achmad  invests  100,, 000  inipisihs  in  an  enterprise. 

2)0  The  enterprise  buys  eq;iipment  for  25^000  rpso 

3)0  Goods  is  bought  for  sale  at  a  cost  of  30,000  rps« 

4)0  Supplies  are  bou^t  for  7p500  rps. 

5)0  Wages  of  helpers  are  paid  l^SOO  rpso 

6)0  Other  expenses  are  paid  25,000  rpSo 

7)0  Half  the  goods  bought  is  sold  for  cash  25,000  rpSo 
It  is  assumed  that  all  transactions  are  completed  within  a  short 
time  such  as  a  montho  The  transactions  are  recorded,  and  at  the  end 
of  the  month  it  is  desired  to  determine  the  income  or  loss  for  the 
periodo  The  transactions  are  recorded  as  shown  below  and  the  ledger 
is  closedo  The  transactions  are  identified  by  numbers  (l)  -  (?)  as 
above o  The  transfer  and  closing  entries  are  identified  by  letters 
(a)  -  (i)<,  This  is  an  extremely  short  and  simple  illustration.,  but 
it  is  intended  to  illustrate  essentially  the  general  principles  of 
double  entry  bookkeepingo  It  should  be  a  basis  for  further  study o 

The  order  in  which  the  accounts  are  arranged  is  only  a 
matter  of  convenience  and  not  of  principle.  Notice  that  no  rupiah 
or  other  monetary  signs  are  entered  in  the  accountso  The  vaxit   of 
curredcy  used  should  be  made  clear  in  the  general  identification  of 
the  books  of  accounto  Usually  it  is  the  currency  in  which  the  €ic- 
counts  are  kept  -within  a  countiyo 


■  ;          CASH 

WAGES 

(1)    1005  000'(2) 

25,000 

(5) 

l,500»(d) 

1,500 

(7)     25,000  (3) 

30,000 

w'yjDnJ  '.*      (4) 

7,500 

/ 

(5) 

1,500 

*^^  .          (6) 

2,000 

Balance 

'.   59.000 

125,000 

125,000 

■ 

Balance  59^000 

i 
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ACHMAD.  INVESTMENT 

m)  100,000 


(i) 


TeT 


3,800 


MISCELLANEOUS  EXPENSES 

2,000  (e)     2,000 


T2y 


EQUIPMENT 
25, 000 f (a) 


200 


TIT 


USE  OF  EQUIPMENT 
200* (f) 200 


Tiy 


MERCHANDISE 
30,000! (b) 


15,000 


MERCHANDISE  COST  OF  SALES 
Tb5     15,000  (g)    15,000 


w 


SUPPLIES 
7,500f(c) 


2,500 


7^ 


SUPPLIES  USED 
2,500f(h) 


2,500 


TIT 


SALES  REVENUE 
25,000»(7) 


25,000 


W 

(e) 

(f) 

(g) 
(h) 

(i) 


INCOME  SUMMARY 


1,500' 
2,000 
200 
15,000 
.-2,500  1 
'  5.800  1 
25,000: 


(i) 


25,000 


25,000 


The  entries  are  e3q)lained  as  follows » 
(l).  Debit  cash  and  credit  Anwar,  Investment,  to  record  an  increase 
in  cash  and  to  record  its  source,  100,000  rps. 
(2).  Debit  Equipment  and  credit  Cash  to  record  an  increase  in  the 
asset  equipment  and  a  decrease  in  the  asset  cash,  25,000  rps* 
(5).  Debit  merchandise  and  credit  cash  to  record  an  increase  in 
merchandise  and  a  decrease  in  cash  30,000  rps* 
(4)*  Debit  supplies  and  credit  cash  to  record  an  increase  in  supplies 
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and  a  decrease  in  cash,  7,500  rps« 

(5)0  Debit  wages  and  credit  cash  to  record  an  increase  in  cost  of 
labor  service  received,  and  a  decrease  in  casho  Labor  service  is  a 
cost  and  is  therefore  a  debit  like  the  cost  of  any  tangible  asset 
purchased,  l^SOO  rpso 

(6),  Debit  Miscellaneous  Expenses  and  credit  cash  to  record  an 
increase  in  cost  of  miscellaneous  sei^ce  received,  and  a  decrease 
in  the  asset  cash,  2,000  rps. 

(7),  Debit  cash  to  record  an  increase  in  cash.  Here  sales  revenue 
is  credited  as  a  source  instead  of  the  merchandise  account.  The  ,  v 
sales  account  later  will  be  transferred  to  an  Income  Summsizy  sujcount 
for  purposes  of  matching  with  all  applicable  costs.  It  is  practical- 
ly convenient  to  credit  a  sales  account  for  total  revenue  and  not  to 
apportion  cost  and  profit  with  each  transaction.  This  is  a  conven- 
ient expansion  in  the  use  of  ledger  accounts..  It  also  provides  more 
useful  information  for  management. 

(a).  Use  of  eqiiipment  is  debited  to  record  the  estimated  deprecia- 
tion of  equipment  used.  Equipment  is  credited  to  reduce  the  balance 
of  equipment  cost,  because  the  remaining  service  life  of  the  equipment 
is  less.  This  transfers  some  of  the  cost  of  the  asset  equipment  to 
another  accoimt  title  which  reports  the  use  of  the  asset.  This  is 
measured  by  cost  and  not  physical  units..  $200, 

(b).  Merchandise  Cost  of  Sales  is  debited  to  record  the  inventory 
cost  of  merchandise  sold.  The  merchandise  account  is  credited  to 
record  the  decrease  in  the  balance  of  merchandise  remaining  on  hand. 
This  is  half  of  the  cost  of  all  merchandise  purchased.  Cost  of  Sales 
here  is  the  use  made  of  the  asset  merchandise,  15,000  rps. 
(c).  It  is  assumed  that  one  third  of  the  supplies  purchased  have 
been  consumed  in  selling  this  month.  Hence  one  third  of  the  total 
cost  of  supplies  is  transferred  to  the  account  Supplies  Used  by  a 
debit  to  Supplies  Used  and  a  credit  to  Supplies.  These  entries 
increase  the  expense,  supplies  used,  and  decrease  the  asset  si^jplies. 
The  pTirpose  of  the  entries  is  to  report  the  use  of  the  asset  to  the 
extent  of  2,500  rps. 

(d).  It  is  assumed  that  no  further  service  is  available  from  the 
wages  paido  Hence  the  full  amount  is  expense  "  and      .  is  trans- 
ferred to  the  Income  Summary  accotmt  by  a  debit  to  Income  Summary  and 
a  credit  to  Wages,  1,500  rps.  Such  transfer  results  in  matching  wage 
cost  with  the  revenue  produced. 

(e).  Miscellaneous  Expense  is  the  cost  of  services  fully  used  and 
therefore  is  transferred  to  the  Income  Stmimary  as  expense  by  entries 
similar  to  the  above,  a  debit  to  Income  Summary  2,000  ips.  and  a 
credit  to  Miscellaneous  Expenses. 

(f ).  The  use  of  equipment,  called  depreciation,  is  transferred  to 
the  Income  Summary  by  appropriate  debit  and  credit  entries,  for  the 
estimated  depreciation  200  rps. 

(g).  Merchandise  Cost  of  Sales  often  is  the  largest  single  item  of 
expense.  S<Maetimes  it  is  erroneously  treated  as  a  deduction  from 
sales  as  though  it  were  essentially  different  from  other  expenses. 
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It  differs  from  other  expenses  only  in  that  it  is  sometimes  a  direct 
cost  which  varies  with  the  volume  of  goods  sold.  But  in  cases  of 
manufacttiring  enterprises  it  is  not  entirely  a  variable  costj  but  ib 
so  only  in  parto  It  should  be  accounted  for  in  much  the  ^ame  manner 
as  any  other  expense. 

(h)o  The  cost  of  supplies  used  is  one  third  of  total  sT:Q)plies  bou^t. 
Since  this  cost  is  applicable  to  the  revenue  of  the  period^  it  is  like 
other  expense  and  is  transferred  to  the  Income  Suramaryo  It  is  trans- 
ferred first  to  an  intermediate  account.  Supplies  Used  so  that  it  can 
be  reported  xmder  this  title. 

(i).  The  Sales  Revenue  is  transferred  to  the  Income  Summary  account 
for  ptu:poses  of  matching  revenue  of  the  period  with  the  applicable 
cost  or  expense  to  produce  the  revenjle.  This  transfer  is  made  by  a 
debit  to  Sales  Revenue,  which  closes  the  accoxmt,  and  a  credit  to  the 
Income  Stmimary,  25,000  rps. 

(j)o  Debit  licome  Summary  for  the  excess  of  revenue  over  expenses* 
Credit  Achmad,  Investment,  for  an  addition  to  Achmad's  equity.  This 
transfers  the  income  to  the  owner's  account.  Income  of  3,800  rpso 
adds  to  the  owner's  eqtiity. 

Toteil  expense  is  21,200  rps,  but  this  amount  is  not  to  be 
found  in  the  accounts  as  a  single  figure.  Computed  separately  on  a 
scratch  pad,  it  is  seen  that  revenue  exceeds  expenses  by  3,800  rps.  a 
significant  conclusion  to  be  drawn  from  all  the  data.  This  net  rev- 
enue, or  income,  is  transferred  to  the  owner's  account,  Achmad,  Invest- 
ment, by  a  debit  in  the  Income  Summary  account,  which  balances  and 
closes  this  account.  A  corresponding  credit  records  the  amoxmt  as  an 
addition  to  Achmad,  Investment.  A  separate  account  for  Achmad's 
profit  could  be  used  if  desired.  Usually  this  is  desirable  because 
it  is  retained  income  as  a  source  of  assets.  It  should  not  be  confus- 
ed with  the  investment  account,  but  it  must  be  added  to  the  investment 
for  some  purposes. 

The  sttodent  should  note  that  the  sales  revenue  account  is 
closed.  All  expense  accounts  also  are  closed.  That  is  to  say,  no 
balance  remains  in  any  of  these  accounts.  The  accotmts  are  totalled 
and  ruled  for  the  sake  of  demonstrating  that  no  balance  remains. 
This  makes  reading  the  account  easier.  In  each  cal^e  the  balance  has 
been  transferred  to  another  account.  Under  no  circumstances  whatever 
should  a  balance  appear  in  an  account  below  the  ruled  lines  after  the 
balance  has  been  transferred  to  another  account.  When  no  addition  or 
subtraction  is  required  in  the  account,  it  is  not  necessary  to  repeat 
the  totals  of  the  account,  but  they  may  be  ruled  off  without  stating 
the  totals.  Double  ruled  lines  indicate  the  end  of  the  compution  for 
the  fiscal  period. 
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For  the  closed  accounts  above,  an  income  statement  of  the 
period  Bay  be  prepared  as  follows: 

ACHMAD 

INCOME  STATEMENT 
MOITTH  ENDED  JANUARY  51 

Vages  9»,», .«<,oe...o.....o....  t  1,500 

Miscellaneous  Expenses  ooea..o.o«o ••  2,000 

Use  of  Equlpnent  a ,o,o o.».. ......  2O0 

Merchandise  Cost  of  Sales • •  15,000 

Supplies  Used 2.500     21.200 

Income ».  $  3, 800 


I  o  o  0  0  e 


All  accounts  of  the  ledger  which  are  not  closed  should  ap- 
pear in  the  balance  sheet  illustrated  as  follows.  In  American  ac- 
counting the  bailance  sheet  is  often  now  called  the  position  statement. 
Henceforth  we  will  prefer  what  seems  to  be  the  better  title. 

ACHMAD 
POSITION  STATEMENT 
JANUARY  31  -  1963 
ASSETS  «  EQUITIES 

Equipment  <,....• 24, 800  > 

Merchandise 15,000  | 

Supplies  ..«o. ...... .««.««    5p000  Achmad.  Investment  . ....o  |l05o800 

$103,8001  ^103, 800 


THE  TRIAL  BALANCE.  The  above  position  statement  and  statement  of 
income  were  prepared  from  the  balances  taken  directly  from  the  ledger 
accounts.  In  a  business  example,  where  there  is  a  large  number  of  ac- 
counts in  the  ledger,  this  procedure  is  not  convenient.  An  interme- 
diate step  usually  is  taken  in  the  form  of  a  Trial  Balance. 

A  trial  balance  is  a  summary  of  the  ledgers  The  balances  of 
all  ledger  accounts  are  itemized  and  the  eqiaalEfey  of  debit  and  credit 
balances  is  proved.  The  statements  then  are  prepared  more  convenient- 
ly from  the  trial  balance  than  is  possible  directly  from  the  ledger. 
Statements  axe  easier  to  prepare  if  done  before  the  transfer  and 
closing  entries  are  "made.  The  closing  of  the  accounts  is  the  last 
step  in  the  procedure  after  the  statements  are  prepared.  This  is  not 
essentied  to  preparation  of  the  statements,  but  it  clesirs  the  accotmts 
of  periodic  expense  and  revenue  which  is  relevant  to  the  fiscal  period 
ended. 

The  trial  balance  may  state  the  total  of  each  side  of  an 
account p  but  there  is  no  advantage  in  doing  so.  Only  the  balance  of 
each  GUicount  is  \ised  in  the  statementso  In  each  account  the  smaller 
total  is   subtracted  from  the  Ipfger  total  and  only  the  difference  is 


-  42  - 


reported.  Delay  in  making  this  subtraction  serves  no  useful  purpose. 
Hence  a  trial  balance  should  be  prepared  of  the  ledger  balances. 
Computation  should  be  made  on  scratch  paper  and  not  in  the  ledger 
accounts  where  they  can  add  confusion  to  the  proper  entries  and  mi^t 
contribute  to  a  xnrong  interpretation.  It  is  desirable  to  prove  that 
the  ledger  is  in  balance  before  attempting  to  prepare  any  of  the 
statements.  The  bi?^ef  summary  of  the  ledger,  called  a  Trial  Balance, 
may  be  confined  to  a  single  page  and  thtlp  it  is  convenient  for  making 
the  statements.  A  more  elaborate  work  sheet  may  be  compiled  showing 
preparation  of  the  statements,  but  this  extension  of  the  process  need 
not  be  introduced  at  this  time.  This  work  sheet  helps  with  the 
mechanics.  But  this  step  in  the  mechanics  of  preparing  the  statements 
can  be  practiced  more  fruitfully  after  the  ptirpose  is  known. 

The  trial  balance  of  the  ledger  in  the  above  example,  after 
recording  the  seven  transactions,  but  before  the  transfer  and  closing 
entries  are  made,  is  as  follows. 

ACHMAD 

TRIAL  BALANCE 

MONTH  EliDED   (DATE) 

Cash • •..........^"  59,000 

Achmad,  Investment •••••••        !^  100,000 

Eqiiipment • 25,000' 

Merchandise • 30,000 

Supplies 7,500 

Wages  1,500 

Miscellaneous  Expenses  ...«••• ••.••.••.    2,000 

Sales  Revenue •• • 25.000 

Fp  125,000  Bp  125,000 


After  transfer  and  closing  entries  are  made,  the  content 
of  the  ledger  is  the  same  as  the  content  of  the  position  statement, 
because  all  accoTmts  reported  in  the  inccHne  statement  are  in  balance 
as  a  result  of  the  transfer  entries.  A  post  closing  trial  balance 
may  be  prepared  after  closing  is  completed.  This  is  proof  agcdnst 
some  errors  in  closing  the  expense  and  revenue  accounts  of  the 
period.  The  asset  and  equity  accounts  ij^otild  not  be  closed.  They 
will  continue  in  use  during  the  next  period.  It  is  important  that 
the  group  of  accounts  in  the  ledger  as  a  whole  be  in  balance  at  the 
begiiming  of  the  period.  A  post  closing  trial  balance  proves  this 
balance. 

The  order  in  which  accounts  are  arranged  in  the  ledger  is 
not  important  for  the  sake  of  general  principles  of  double  entry 
bookkeeping.  However,  convenience  requires  an  orderly  arrangement. 
For  convenience,'  the  order  should  be  the  order  in  which  the  items 
are  expected  to  appear  in  the  financial  statements.  It  is  conven- 
tional to  have  balance  sheet  accounts  in  the  first  part  of  the 
ledger.  Usually  the  Income  Summary  account  is  placed  last.  If  any 
accounts  do  not  follow  this  order  strictly  no  harm  is  done  except 
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the  possibility  of  overlooking  the  account  when  statements  are 
preparedo  The  use  of  ntonbered  accounts  and  a  pre=°arranged  trial 
balance  form  isay  be  helpful  in  avoiding  the  omission  of  an  accounte 

A  system  of  account  numbers  aids  the  arrangement  of  accotmts 
in  an  orderly  manner,,  When  accotmts  are  given  nxmbers  they  also  axe 
given  titles  in  ordinary  language  as  above.  The  number  and  the  title 
in  ordinary  language  both  are  parts  of  the  title  and  both  should  be 
used  when  entries  are  recorded.  The  number  identifies  each  account 
•*■  •^  uniquelyo  Where  space  is  limited  the  use  of  numbers  permits  abbre- 
^  viation  of  the  title o  Account  titles  are  proper  names  and  this  is 
indicated  by  beginning  each  word  with  a  capital  lettero  Many  account 
titles  are  so  similar  that  they  may  be  confused »  The  tise  of  numbers 
helps  to  avoid  this  confusiono 

FORM  OF  LEDCMl  ACCODNTo  As  illustrated  above,  the  simplest  esseljitial 
^_  form  of  an  accoxmt  is  two  monetary  columnss  one  for  increases  and  one 
for  decreaseso  Other  parts  of  the  record  should  be  confined  to  the 
title.5^  the  dates  of  entries  or  other  symbol  which  maJces  it  possible 
to  trace  the  origin  of  the  entry.  The  simple  skeleton  T  form  of 
■  account  is  very  tiseful  for  learning  in  classroom  work©  It  saves 
time  and  space  without  losing  anything  essential  for  the  purpose,, 
In  business  practice  where  more  permanent  records  are  being  made, 
the  standard  form  of  account  may  serve  the  purpose  better.  The 
standard  form  is  usually  an  entire  page  in  width. 

Using  the  cash  account  again  as  an  example,  the  standard 
two-<;olumn  ledger  account  is  illustrated  as  follows. 


Hi 


CASH 


"Remarks  *  R  *  Amount 


f  Date 


Remarks       |R'  Amoxintf 


■ 1 1 


lOopOO 100 
7,000  iOO 


Jano2 
Jan.  3 
Jano4 


2s 000  00 

5,000  oa 

1,000  00 


*r.:;The  title  should  be  centered  to  the  pageo  It  applies  to  both  sides 
of  the  accounto  The  heavy  center  line  divides  the  left  and  right 
sides  of  the  accounte  Vertical  columns  are  drawn  alike  for  both 
sldeso  The  first  column  on  each  side  is  for  the  date  of  the  entry. 
The  column  •^Remarks"  ordinairy  is  not  used.  Originally  it  was  used 
to  indicate  the  opposing  entry  in  another  account.  But  1%   has  been 
found  that  use  of  this  column  is  not  very  helpful.  Filling  this 
space  would  detract  from  the  orderly  appearance  of  the  account 
generally  and  detract  from  the  main  purpose  of  placing  attention  on 
increases  and  decreases  of  the  columns  and  the  concliiding  balance o 

In  practice  the  position  of  these  debit  and  credit  columns 
is  known  so  w&ll  that  it  usually  is  not  necessary  to  write  in  the 
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headings  as  above.  Note  that  in  the  ledger  accounts  there  are  no 
money  sign  such  a  dollar  marks.  It  is  not  ^he  general  practice  to 
record  money  signs  in  books  of  account  which  contain  only  money  amounts. 
On  financial  reports,  however,  the  money  sign  is  necessary. 

The  above  standard  form  of  ledger  account  is  not  the  only 
ledger  account  form  in  use.  Sometimes  the  balance  of  an  account  is 
wanted  quickly.  In  this  case  it  is  desirable  to  compute  a  new  balance 
after  each  entry  in  the  account.  This  is  done  by  use  of  a  thiiee~ 
money  coltimn  accoimt.  In  this  form  the  account  is  not  divided  into 
left  and  ri^t  sides.  A  debit  column  and  a  credit  column  separate 
additions  from  stibtractions.  A  third  column  is  used  to  record  the  new 
balance  after  each  entry.  Continuing  the  above  illustration,  the  cash 
account  in  this  form  appears  as  follows; 


CASH 

!|Bala»ica' 


Date  ',         Remarks        »  R  | Debit  f   'Credit 


! 

10,000  00         ,  10,000  00 

2,00000  8,000  00 

i         5,000!00  3,000  00 

'    2,000  00  2,000  00 

5                       .     7,000  00  9,000  00 


Jan.l 
2 
3 
4 


If  the  balance  in  a  two  column  account  is  desired,  it  can 
be  found  only  by  computation  on  separate  paper.  The  balance  can  be 
recorded  by  ruling  the  account  such  as  presented  below.  But  the 
beginning  student  must  be  cautioned  against  making  entries  in  an 
account  which  are  not  properly  recording  of  a  transaction.  If  the 
total  is  entered,  this  doubles  the  amoxmt  in  the  account.  It  makes 
the  accoTint  difficult  to  intes^jret  even  if  no  error  results*  Totaling, 
balancing,  and  ruling  an  account  should  be  done  completely  and  accurate- 
ly or  not  at  all.  It  is  recommended  that  the  beginzxing  student  not 
total  or  balance  accounts  unless  requested  to  do  so.  This  is  time 
consuming  when  often  the  attention  should  be  on  dkher  as|fec^s  of  the 
problem.  It  is  tisefal  to  total,  rule,  and  balance  all  accounts  at  the 
end  of  a  fiscal  period  such  as  a  year.  This  separates  old  entries  in 
the  accotmts  from  entries  of  the  new  fiscal  period.  Balancing  and 
ruling  serves  the  following  fiscal  period  but  it  is  of  no  use  to  the 
period  just  ended.  It  is  not  necessary  to  rule  and  balance  thi^e 
column  account  such  as  the  above,  but  it  can  be  done  if  desired. 
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Rtiliiig  and  balancing  an  account  in  two  colma  foim  Is  done 
as  follovs: 

CASH 


l6,006»00F'«  Jan.2^ 
7,000  00 


Jan*l 
5 


Jan. 31 


17,000  00 


9,000  00: 


3 
4 


Balance 


'  ]  2,000f00 
i  5,000:00 
'  1,000:00 

9,99Q.W 


17,000 


00 


Ruling  and  balancing  an  account  onl7  clarifies  the  balance;  it  must 
not  change  the  balance^  Ihe  balance  must  be  known  before  the  totals 
and  ruled  lines  can  be  ^teivd*  This  should  be  cciqnited  on  scratch 
pc^r,  then  inserted  on  the  small  side  of  the  account*  !Ilils  pfuts 
the  account  in  balance*  The  totals  are  then  entered  belov  a  single 
line  called  a  footing.  Since  the  totals  must  be  equal,  there  is  nov 
no  bcLLance  in  the  account.  The  totals  are  ruled  off  vith  double  lines 
to  indicate  that  the  account  is  in  balance  above  the  totals*  All 
this  merely  states  the  balance  as  a  single  figure  \Aich  is  ea^  to 
z«ad.  Since  equal  entries  are  made  on  both  sides  of  the  account,  the 
balance  is  not  changed*  Any  ranalnlng  balance  is  carried  below 
the  double  ruled  lines. 

It  should  be  observed  in  the  above  exgmple  that  lAen  the 
periodic  accounts  which  appear  in  the  incone  stataoent  are  balanced 
and  ruled,  they  containi  no  balance*  In  these  accounts  the  balances 
have  been  transferred  to  other  aacounts*  Ihe  balance  therefore  must 
under  no  circumstances  be  stated  below  the  totals  after  the  double 
lines  have  been  drwn* 

THE  USE  OF  JOURNALS.  In  double  entry  bookkeeping  two  l^pes  of  book 
are  generally  in  use,  the  ledger  and  the  Joumalo  The  Journal  has 
evolved  fj^xn  the  use  of  a  simple  diary  in  which  records  of  significant 
business  events  were  made.  The  principal  feature  of  this  record  is 
recording  the  daily  events  as  they  occur*  This  book  gives  a  eontlat^ 
ous  record  of  events  which  may  not  be  closely  related.  The  ledger 
on  the  other  hand  classifies  the  results  of  transactions  by  gro1^>ing 
data  of  similar  kind  together  under  account  titles*  For  instance, 
all  changes  in  the  cash  are  recorded  in  the  cash  account.  All  plant 
assets  of  a  given  kind  are  grouped  together  in  one  account,  etc* 

In  double  entry  bookkeeping  each  transaction  affects  at 
least  two  accounts.  This  requires  that  each  transaction  be  split 
into  at  least  two  parts.  Each  part  must  be  recorded  in  a  different 
account.  As  a  result,  no  transaction  can  be  recorded  completely  in 
one  place.  The  ledger  classification  is  convenient  for  prepttation 
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of  the  financial  statements,  but  it  is  not  convenient  for  investigat- 
ing the  circumstances  which  pertain  to  any  given  transaction  as  a 
whole. 

From  the  simple  diary  there  was  developed  a  two  column 
journal  suitable  for  recording  all  debits  and  all  credits  of  each 
transaction  together  before  they  are  transferred  to  the  ledger,  A 
joxrmal  is  called  a  book  of  original  entry  because  every  transaction 
is  first  recorded  in  a  journal.  Later  these  entries  are  transferred 
to  the  ledger. 

The  student  shovild  obseirve  that  the  analysis  of  the  trans- 
action into  debit  and  credit  entries  must  be  exactly  the  same  for 
the  journal  as  for  the  ledger.  Accordingly  in  classroOTi  illustration 
the  analysis  of  the  transaction  should  be  eqjially  clear  whether  the 
entries  are  presented  in  journal  form  or  whether  they  are  presented 
in  ledger  form, 

MACHINE  BOOKKBEPING.  It  might  appear  that  we  have  assumed  an  accoimt- 
ing  system  in  which  all  bookkeeping  is  done  by  hand  irf.th  pen  or  pencil. 
This  kind  of  bookkeeping  is  not  to  be  neglected,  for  it  remains  in  use 
in  many  places  today  and  will  continue  in  use  for  many  jrears. 
Machine  procedures  however  can  speed  up  %he  process  and  increase  ac- 
c\iracy.  But  machines  do  the  same  kind  of  work  with  greater  effi- 
ciency which  otherwise  might  be  done  by  hand  with  less  efficiency  and 
greater  cost.  The  first  requirement  is  to  know  what  kind  of  informa- 
tion is  useful.  The  machines  aid  in  recording  the  information.  The 
efficient  use  of  mechanical  bookkeeping  comes  only  with  the  greater 
industrialization  of  a  country  and  where  each  business  enterprf.se 
handles  a  large  volume  of  transactions. 

There  are  three  kinds  of  machine  bookkeeping  procedures  in 
use  at  the  present  time.  There  are  bookkeeping  machines  which  oper- 
ate largely  on  the  principle  of  a  hand  operated  typewriter.  These 
machines  print  much  the  same  kind  of  records  which  would  be  made  by 
direct  hand  bookkeeping.  A  second  kind  is  the  use  of  punched  card 
equipment.  The  punched  card  system  begins  with  punching  holes  in 
specially  designed  paper  cards  on  a  machine  operated  by  hand  mxich  like 
a  typewriter.  The  position  of  each  hole  in  the  card  represents  one 
kind  of  information  which  is  read  from  the  original  document  and 
punched  by  the  j^peratbr.  These  cso^is  are  punched  for  every  kind  of 
desired  informationo  "^Later  highly  developed  sorting  machines  are 
connected  electrically  such  as  to  print  information  automatically 
from  the  punched  cardso  The  ptoiched  card  system  is  especially  suited 
to  the  quick  preparation  of  wage  computation  and  payments  where  there 
are  many  employees  to  be  paid  each  week. 

The  third  kind  of  machine  bookkeeping  is  the  electronic 
computer.  Severeil  kinds  are  avedlable  and  in  process  of  development, 
but  the  general  principle  is  the  storage  of  information  on  magnetic 
or  paper  tapes,  recording  discs^  or  similar  means.  With  the  press  of 
a  button  these  machines  will  call  out  the  memory  disc  or  tape  and 
print  automatically  the  desired  information.  The  machines  aire 
capable  of  many  complex  calculations.  The  initial  cost  is  too  great 
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for  a  small  enterprise  to  use,  but  they  are  very  efficient  in  the 
handling  of  a  large  volume  of  data. 

Regardless  of  what  the  future  development  of  mechanical 
bookkeeping  may  be,  it  should  be  observed  that  the  various  computers 
do  nothing  except  what  their  operators  direct  them  to  do. '  The  basic 
question  remains s  What  kind  of  business  information  is  wanted? 
Beve   accotmting  is  not  changed  much  by  the  development  of  machines. 
The  machines  make  it  possible  to  do  the  mechanic eO.  work  rapidly, 
accurately,  and  perhaps  at  low  cost,  but  the  machine  cannot  make  new 
decisions.  It  cannot  decide  what  accounting  information  is  useful* 

BOOKKEEPING  SYSTEMS.  The  student  should  be  cautioned  against  trying 
to  learn  only  one  exact  bookkeeping  procedure.  One  accounting  system 
may  be  studied  xri.th  the  purpose  of  learning  a  method  which  can  be 
applied  in  other  similar  cases.  But  rarely  will  it  be  found  that  two 
business  enterprises  can  use  systems  which  are  alike  in  detail.  Eswh 
company  must  design  a  system  best  suited  to  meet  its  needs.  The 
student  will  do  best  if  he  tries  to  seei  different  possibilities. 
There  is  sometimes  more  than  one  way  in  bookkeeping  to  arrive  at  the 
desired  end.  There  may  be  different  methods  acceptable  which  do  not 
give  the  same  results.  There  is  nothing  exact  in  accotinting  l^jit  the 
the  arithmetic.  In  each  case  the  situation  should  be  studied  and  a 
method  chosen  which  is  expected  to  give  the  most  useful  results. 
A  good  set  of  accoxints  is  not  an  end  in  itself|  it  is  a  means  to  an 
end.  Each  system  must  be  designed  in  view  of  the  most  useful  informa- 
tion which  is  desired  and  also  in  view  of  the  cost  of  producing  that 
information. 

In  concluding  this  brief  discussion  of  double  entry  book- 
keeping it  shotild  be  stated  that  the  double  entry  method  applies  to 
the  total  accounting  of  a  business  enterprise  as  a  whole.  There 
are  many  special  accounting  problems  which  do  not  require  double 
entry  methods.  There  are  many  eiccounting  activit3.es  of  limited  scope 
such  as  accounting  for  the  uses  of  cash.  An  accotinting  for  cash 
receipts  and  expenditiires  by  given  periods  of  time  does  not  cslLI  for 
the  use  of  the  general  principles  of  double  entry.  Always  in  accoijnt- 
ing  for  property  it  should  be  possible  to  verify  the  book  records  by 
comparison  with  the  physical  existence  and  condition  of  property 
accoimted  for.  This  comparison  does  not  illustrate  use  of  the  doxable 
entry  method,  but  it  is  essential  to  good  business  administration. 


Chapter  5   THE  ACCOUNTING  CYCLE 

PERIODIC  REPORTING.  One  of  the  most  important  procedures  in  business 
accounting  is  the  preparation  of  major  periodic  reportso  The  most 
important  period  of  time  for  regular  accounting  reports  is  one  jrear  » 
The  year  may  be  the  same  as  a  calendar  yearo  It  is  esqjected  ordinari- 
ly that  the  fiscal  year  will  agree  xjith  the  calendar  year  which 
begins  on  January  1.  This  is  based  largely  on  custom.  However  there 
is  no  real  necessity  that  the  business  fiscal  year  begin  on  Janiiary  1<, 
The  business  year  may  begin  on  any  date.  The  fiscal  year  need  not 
be  the  same  for  all  enterprises.  The  best  date  det)ends  on  the  cyclical 
nature  of  the  businesso  The  activities  of  any  enterprise  vary  accoi^i- 
ing  to  the  weather  and  customs  of  the  peoples  fintex-priset;  which 
depend  on  agriculture  depend  on  the  natural  seasonso  Enterprises 
which  sell  directly  to  the  people  for  immediate  use  depend  largely 
on  customs,  holidays,  etc. 

At  the  end  of  this  yearly  cycle  the  most  important  accoxxnt- 
ing  is  the  preparation'  of  an  income  statement  for  the  year  and  a 
financial  position  statement  for  the  end  of  the  year..  It  is  important 
that  the  revenue  and  the  expenses  be  reported  in  the  correct  yeai*. 
This  is  not  so  difficult  usually  in  reporting  revenue.  It  is  more 
difficult  to  report  expenses  in  the  correct  yearo  The  income  state- 
ment consists  largely  in  comparing  revenue  and  expense «  The  difference 
is  income  or"  loss  from  the  ordinary  operations  of  the  biisinesso 

ADJUSTING  ENTRIES.  Dxoring  a  year  all  transactions  with  parties 
external  to  the  business  are  recorded  as  described  earlier'o  These 
transactions  usually  are  recorded  when  most  convenient.  Accordingly 
when  cash  is  received  or  paid  the  transaction  is  recorded  at  the 
time  of  receipt  or  payments  If  there  is'  a  purchase  of  anything,  the 
transaction  is  recorded  at  the  time  of  purchase.  If  there  is  a 
sale  the  transaction  is  recorded  at  the  time  of  saileo  These  external 
transactions  give  the  beginning  data  for  the  preparation  of  the 
periodic  income  statement  and  the  position  statement. 

The  important  remaining  problem  is  the  assignment  of  the 
results  of  these  transactions  correctly  to  the  two  important  periodic 
statements.  The  division  of  costs  between  assets  and  expenses  will 
not  be  found  in  the  accounts  until  special  adjustments  for  the  purpose 
have  been  made.  When  purchases  are  made,  the  cost  of  the  thing 
purchased  is  recorded.  Whether  this  cost  is  an  asset  or  an  expense 
is  a  question  which  often  cannot  be  answered  at  the  time  of  purchase. 
Often  the  cost  must  be  divided  between  expense  and  deferred  cost. 
Deferred  costs  are  the  costs  of  services  to  be  used  and  called 
expenses  in  the  future.  At  present  they  are  assets. 

Also  sometimes  for  convenience  the  sources  of  some  assets 
are  recorded  as  revenue  when  the  revenue  is  not  earned  in  the  period 
of  record.  Accordingly  sometimes  revenue  must  be  adjusted  in  order 
to  separate  the  earned  portion  from  the  unearned  portion. 
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ADJUSTMENT  OF  REVENTE.  For  instance  cash  and  accotmts  receivable  are 
debited  for  $  100,000  and  sales  revenue  is  credited  for  the  same  amoTjnt. 
However,  at  the  end  of  the  year  not  all  of  the  product  sold  has  been 
delivered.  Perhaps  it  is  not  on  hand.  If  cash  is  collected  07,000;, 
sales  credited  for  $7,000,  and  the  product  is  not  delivered  to  the 
customer,  then  the  $7,000  credit  in  sales  is  not  earned  revenue. 
The   business  must  deliver  the  goods  later  or  return  the  cash.  The 
$7>000  is  a  liability  to  be  paid  later  in  merchandise  or  cashj  it 
is  not  revenue.  The  revenue  from  sales  is  $93,000.  An  adjustment 
in  the  accounts  is  required  as  follows. 

End  Year  1 

Sales • 7,000 

Customers  Advances  .»..,....  7, 000 

To  defer  revenue  for  service  not 
delivered. 

Dxiring  the  following  year,  if  the  goods  or  service  are  delivered  to 
the  customer,  then. 

Year  2 

Customers  Advemces .o.  7,000 

Sales 7,000 

To  record  revenue  when  goods  is 
delivered. 

The  above  illustration  distinguishes  between  receipt  of  an 
order  by  a  customer  and  delivery  of  product  to  the  customer. 
Receipt  of  an  order  from  a  customer  might  be  called  a  sale.  But  for 
income  reporting  it  is  revenue  that  must  be  determined.  Revenue  is 
earned  when  delivery  is  made  to  the  customer,  not  when  the  order  is 
received  or  when  cash  is  collected. 

Deferred  revenue,  or  deferred  income,  can  arise  from  many 
sotirces.  If  we  collect  from  any  purchaser  or  customer  a  sum  of  money 
for  goods  or  services  to  be  supplied  later,  the  credit  for  the 
transaction  is  not  revenue.  It  is  a  liability  which  must  be  reported 
as  a  liability  tintil  delivery  of  the  reqtdred  seirvice.  For  instance 
property  may  be  rented  out  and  collections  for  rent  may  be  received 
before  the  time  for  which  rent  is  collected  has  expired.  Thus  rent 
collected  in  advance  is  a  liability  until  earned.  Collections  of 
interest  in  advance  of  accrual  is  a  credit  and  a  reduction  in  the 
asset  value  of  the  principal.  These  items  often  are  credited  to 
revenue  or  income  when  collected  as  a  matter  of  convenience.  This 
is  correct  only  if  the  revenue  is  earned  before  the  close  of  the 
fiscal  period.  But  at  the  end  of  a  fiscal  period,  unearned  revenue 
or  income  must  be  reported  as  a  liability  regardless  of  ledger  account 
titles.  Also  if  the  source  of  the  collection  is  recorded  as  a  liabili- 
ty, at  the  close  of  a  fiscal  period  the  earned  portion  must  be  reported 
as  revenue  or  income. 

DEFERRED  EXPENSES.  Many  materials  and  services  which  are  poirchased 
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for  current  use  are  not  all  consumed  in  the  period  of  purchase. 
Inventories  of  these  items  should ^be  taken  and  the  unused  part  defer- 
red as  an  asset.  Only  the  used  portion  should  be  reported  as  expense 
or  transferred  to  another  operating  account.  The  practice  of  charging 
these  items  to  expense  on  the  date  of  purchase  is  for  convenience  only. 
It  cannot  be  justified  in  principle. 

Students  often  raise  the  question  whether  the  debit  for  a 
purchase  should  be  made  to  an  asset  account  or  to  an  expense  accotmt. 
The  best  answer  to  this  question  is  that  the  decision  is  not  made  at 
that  time.  The  debit  should  be  made  to  a  convenient  cost  accoiint. 
Whether  the  item  is  an  asset  or  an  expense  must  be  decided  at  the  end 
of  the  fiscal  period.  At  that  time  usually  items  will  be  found  which 
are  part  expense  and  part  asset.  Adjusting  entries  should  be  made 
to  transfer  one  of  these  elements  to  appropriate  accounts.  Often  new 
accounts  are  opened  for  this  purpose. 

Three  procedures  are   possibles 
(l)  The  expense  portion  may  be  transferred  from  the  account  of  first 
record  to  a  new  account.   (2)  The  asset  portion  may  be  transferred 
from  the  account  of  first  record  to  a  new  account?  Or  (3)  Both 
elements  may  be  transferred  to  new  accounts,  which  requires  sufficient 
credits  to  close  the  account  of  first  record.  Which  of  these  procedures 
is  used  is  of  no  important  consequence  in  general.  All  accomplish 
the  same  result,  "riie  desired  restilt  is  to  separate  in  the  accounts 
the  used  portion  from  the  unused  portion  so  that  each  can  be  reported 
clearly  on  one  of  the  financial  statements.  The  whole  must  be  account- 
ed for.  Perhaps  the  third  procedure  is  the  easiest  for  the  beginner 
to  understand.  Thus^  suppose  rent  of  $1,500  at  the  rate  of  $100  per 
month  is  paid  during  a  year.  For  convenience  the  entire  $1<,500  is 
debited  to  Rent.  At  the  end  of  the  year  only  $lp200  is  expense  for 
the  jrear.  If  the  balance  of  $300  applies  to  the  following  year^  then 
this  must  be  reported  separately  as  an  asset.  The  folloidjig  entries 
should  clarify  the  point.  At  the  end  of  the  years 

(1) 

Prepaid  Rent  •«.oaa<>«««4j4i!^«»«««*«..e<  300 
^L^ired  Rent  aoa«.>.eo«9aaee.»*oo.sa.o  1^ 200 

Rent   «0..0.0.0...0.00..«0.0.*.0.««...90  X,  ovju 

To  apportion  rent  between  expense  and 
deferred  esqjense. 

Once  understood,  the  same  results  may  be  accomplished  bys 

(1) 

XaQ  PcLLCl    Xt6IlX      •o**«eoooa*oe»ooo««o«*oeo      OWU 

Xl6Il'D     •o««9d«*e««oo»eoooooo«ooooo»eo«o*     0\J\) 

To  defer  $  300  rent. 

In  this  case  the  adjusted  rent  accotmt  expresses  the  proper  expense 
as  it  stands. 

If  the  shorter  procedure  is  used,  it  is  usually  best  to 
transfer  from  the  account  of  original  record  the  smaller  of  the  two 
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elements.  The  adjusted  balance  of  the  account  of  original  record 
then  expresses  the  other  element.  The  advantage  of  this  procedure 
is  that  in  case  of  failure  to  make  any  adjustment,  the  resulting 
error  in  the  financial  reports  is  least. 

One  usually  does  not  think  of  such  large  items  like  cost 
of  buildings,  machines,  etc.  as  deferred  expenses.  But  this  is 
exactly  what  they  are  for  an  enterprise  which  continues  to  operate. 
In  such  cases  the  used  or  expired  portion  usually  is  very  small  in 
relation  to  the  remaining  balance.  Entries  for  depreciation  are  like 
those  described  above.  They  transfer  a  portion  of  the  cost  of  the 
asset  to  the  operating  or  expense  accounts.  Thus  depreciation  is 
psLTt  of  the  cost  of  a  plant  asset  which  is  assigned  to  the  periodic 
operating  accounts.  The   credit  is  to  reduce  the  book  value  of  the 
asset  account. 

The  fact  that  credits  for  depreciation  usually  are  made  in 
separate  accounts  like  Allowance  for  Depreciation  need  not  cause 
confusion.  The  credits  for  any  account  always  may  be  made  in  a 
supplementary  account  if  desired.  In  the  case  of  depreciation  this 
usually  is  desirable.  By  this  procedure  the  original  cost  of  the 
asset  is  preserved  clearly.  The  separate  report  of  Allowance  for 
Depreciation  shows  the  extent  to  which  the  original  cost  of  the 
asset  has  been  added  to  all  operations  to  date. 

One  of  the  difficult  things  for  a  beginning  student  to  see 
is  that  in  making  financial  reports  at  the  end  of  a  period  like  a 
year,  not  all  of  the  data  for  the  rports  will  be  reported  in  the 
ledger  balances.  The  ledger  consists  of  the  total  of  completed 
business  transactions.  Completed  business  transactions  do  not 
correspond  to  the  amounts  of  various  items  which  should  be  repolrted 
in  the  financial  statement.  Here  is  where  much  judgement  and  the 
use  of  estimates  enters  into  the  calculations. 

The  most  elementary  case  in  point  is  in  the  reporting  of 
the  inventory  of  product.  The  student  should  realize  clearly  that 
at  the  end  of  an  operating  period  the  inventory  of  product  (and  also 
other  inventories)  usually  will  not  be  reported  in  the  trial  beilanceo 
This  is  because  during  the  year  some  inventory  has  been  sold.  The 
revenue  from  sales  has  been  recorded,  but  the  cost  of  product  sold 
and  adjustment  of  the  inventory  on  hand  have  not  been  recorded. 
This  looks  more  complicated  when  purchases  during  the  period  have 
been  recorded  in  a  separate  account.  The  ledger  accoxmts  and  the 
trial  balance  may  report  the  total  amount  acquired  by  purchase  or 
production  in  one  or  more  accounts.  But  none  of  these  accounts  or 
any  combination  of  them  gives  the  inventory  on  hand  at  the  end  of 
the  period. 

It  should  be  expected  that  the  inventory  on  hand  at  the  end 
of  a  period  will  be  made  known  supplementary  to  the  trial  balance. 
Thus,  adjustments  require  that  the  inventory  as  of  the  end  of  the 
period  be  established  as  an  asset.  All  the  other  accounts  which  have 
recorded  this  product  available  during  the  period  should  be  closed 
out.  The  balance  of  these  combined  accounts,  such  as  beginning 
inventory  and  pTirchases,  less  the  ending  inventory  on  hand,  is  the 
cost  of  product  sold  or  otherwise  consumed. 
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INVESTMENT  AT  THE  END  OF  A  PERIOD »  Another  difficiaty  which  a  begin- 
ning student  has  is  in  seeing  the  correct  status  of  the  proprietors' 
investment  accounts  at  the  end  of  a  period.  It  should  be  clear  that 
the  capital  accounts  have  been  carried  in  the  ledger  since  the  begin- 
ning of  the  period.  They  have  not  yet  been  adjusted  for  income  or 
loss.  Hence  the  ledger  accounts  vrith  the  o^wners  of  the  busiD.ess  at 
the  end  of  a  period  are  never  correct.  They  are  always  out  of  date 
and  must  be  brought  up  to  date.  This  is  one  of  the  pixrposes  of 
adjusting  and  closing  the  ledger. 

After  all  assets  and  liabilities  are  properly  adjusted,  the 
difference  gii/es  the  balance  of  the  account  of  the  oimevo     This 
includes  income  or  loss  even  though  no  report  of  income  or  loss  yet 
has  been  prepared.  In  fact  the  correct  amotmt  of  income  or  loss  can 
be  computed  quicld.y  at  this  point.  It  is  not  necessary  to  prepare 
the  usual  income  statement  in  order  to  compute  the  correct  amount 
of  income  of  loss.  An  important  purpose  of  the  income  statement 
is  to  report  the  different  sources  of  revenue  and  income  and  to  report 
the  expenses  classified  as  desired. 

EXPENSE  ACCRUALS.  Often  many  services  are  received  from  outside 
sources  with  the  -understanding  that  they  will  be  paid  for.  Such 
items  as  telephone,  electricity ,  \-:ater5  are  of  this  kind,  Tne  service 
first  is  used  and  a  bill,  or  nota,  for  the  price  is  received  later. 
It  is  oonvaniont  to  v;alt  tmtil  the  bill  is  received  before  recording 
the  cost  and  liability  or  payment. 

Usually  a  certain  amount  of  wages  and  salaries  are  of  this 
nature.  The  worker  delivers  his  service  before  he  is  paid.  He  may 
be  paid  vreekly  or  monthly.  The  fiscal  year  us^ially  ends  on  a  day 
when  not  all  wages  earned  have  been  paid.  Usually  a  part  of  the 
wages  for  one  pay  period  have  not  been  paid  or  recorded. 

In  order  that  the  full  cost  of  all  services  consumed  dvrijs.g 
the  period  be  reported,  special  entries  must  be  made  for  the.  above 
accruals.  The  entries  require  an  addition  to  the  regirlar  cost  account 
for  the  item  snd   a  credit  to  a  special  liability  '^fhlch  vrill  be  paid 
during  the  folloxjlng  period.  The  difficulty  in  many  cases  is  to 
discover  that  the  expired  service  has  accrued  and  that  the  liability 
exists.  Foi^items  there  \r±ll   be  no  records  in  the  accounts,  knowledge 
of  the  productive  and  other  business  operations  is  necessary  as  a 
clue  to  what  kind  of  costs  and  liabilities  to  search  for.   /these 

In  the  case  of  inventoiy  itens^  the  purchase  transaction 
will  have  been  recorded.  Beginning  with  these,  the  remaining  problem 
is  to  determine  correct  amounts  of  use.  But  for  costs  and  liabilities 
which  have  accrued  in  fact  but  have  not  been  recorded  in  the  acco'unts, 
the  problem  of  discovery  of  elLI  items  to  be  considered  is  more  difficult. 

CJ-OSING  THE  LEDGER.  One  of  the  most  important  pi-ocedures  at  the  end 
of  an  accounting  cycle,  or  fiscal  period,  is  closing  the  ledger. 
The  purpose  of  closing  the  ledger  is  simple.  It  is  to  separate  in 
the  ledger  accounts  the  periodic  operating  data  of  one  period  from 
that  of  another.   Accordingly,  closing  the  ledger  is  related  to  such 
accounts  as  revenue  and  o^q^sOse  only.  It  is  Jlipt  related  tc  the 
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accoimts  of  the  position  statement.  No  account  adjusted  for  the 
position  statement  should  be  closed.  This  would  leave  the  account 
id.th  no  beilance,  which  would  be  a  contradiction.  All  adjusted  posi- 
tion statement  accounts  have  balances  which  are  important  for  use  in 
the  following  period.  Hence  these  balances  must  be  reported  in  the 
ledger  at  the  beginning  of  the  next  accounting  period. 

All  accounts  which  do  not  report  items  in  the  position 
statement  at  the  end  of  a  period  should  be  closed.  That  is,  any 
balance  is  transferred  out  to  another  accoimt,  usually  a  special 
summary  account,  and  the  balance  thereby  eliminated  entirely  from 
the  account.  These  closed  accounts  should  be  totalled  to  make  clear 
that  there  is  no  balance ,  and  then  shoxild  be  rxiled  off  in  order  to 
separate  the  data  of  the  peripd.just  ended  from  that  of  the  next. 
The  same  ledger  account  will  be  used  for  recording  similar  data  during 
the  next  fiscal  period. 

ADJUSTING  AND  CLOSING  ENTRIES.  There  is  not  muisrh  purpose  in  '  rf.\-     '^•. 
distinguishing  between  adjusting  entries  and  closing  entries  in 
general.  Each  entry  has  a  specific  purpose.  Adjusting  entries  are 
made  for  two  ptirposes.   (l)  They  separate  in  the  ledger  accounts 
the  costs  and  other  items  which  are  to  be  reported  on  the  financiail 
statements.  (2)  They  add  accrued  costs  which  for  mere  convenience 
have  not  before  been  recorded.  Of  course,  corresponding  credits  must 
be  made  in  each  case. 

Correct  statements  of  the  financial  position  and  of  income 
can  be  made  from  adjusted  ledger  accounts.  Each  account  is  reported 
on  one  statement  but  none  is  to  be  reported  on  both  except  to  prove 
consistency  of  reporting.  Closing  the  ledger  disposes  of  all  accounts 
which  have  not  been  reported  in  the  position  statement.  These  accotmts 
are  periodic  in  nature.  They  begin  each  period  vdth  zero  balances 
and  accumtilate  data  for  the  period.  At  the  end  of  a  new  period  they 
are  closed  again. 

Adjusting  and  closing  entries  must  be  recorded  in  the 
journals  and  ledgers  just  as  any  other  transactions.  They  are 
recorded  in  the  general  journal o  They  are  so  miscellaneous  in 
character  that  they  cannot  well  be  recorded  in  a  special  joixmal  for 
the  purpose.  Thus  they  follow  other  regular  entries  in  the  general 
journal  with  the  particular  purpose  of  each  explained.  They  are  of 
coTirse  posted  to  the  ledger.  This  closes  the  ledger  and  makes  the 
most  permanent  record  of  the  operating  data  of  the  period. 

After  the  adjustments  are  posted  a  new  trial  balance  can 
be  made.  This  serves  for  convenient  preparation  of  the  statements 
because  the  procedure  of  preparing  the  statements  is  done  in  small 
steps.  The  financial  statements  may  be  prepared  just  as  well  from 
the  unadjusted  trial  balance,  but  consideration  must  be  given  for 
each  adjustment.  The  procedxire  is  more  mechanical  and  less  subject 
to  error  if  the  adjustments  are  first  consolidated  with  the  imadjust- 
ed  trial  balance. 

In  the  case  of  a  longer  exercise,  or  an  actual  business  case, 
a  many  column  work  sheet  is  used.  It  is  believed,  however,  that 
financial  statement  preparation  can  better  be  understood  if  the 
approach  is  direct  without  the  use  of  an  elaborate  work  sheet.  The 


_  54  " 


work  sheet  contributes  little  to  understanding  the  problem,  especially 
if  it  contains  a  large  number  of  detailed  calculations,,  The  use  of 
a  work  sheet  is  essential  in  the  orderly  assembly  of  a  large  number 
of  adjustments.  By  making  the  process  more  mechanical  it  helps  to 
avoid  omissions  and  other  errors. 

ILLUSTRATION.  Assume  the  follov/ing  ledger  balances  at  the  end  of  a 
year, 

Abdul  Rahman 
Trial  Balance 
Year  ended  Dec,  51-19  A 
Gash $  13, 000 

Accounts  Receivable  .......o.<>.«...<>.oo.  12,000 

Xn  V6  riX»  O  X  jr  o*099««oooooeoeooeeeoe«a«*tt«««    ^  '  9  ^^^ 

Supplies  ........  o .......... o ... o ... o .. .     450 

Allowance  for  Depreciation , $  5, 250 

■clCCOTXTI^S     -I  aL^3rDX6      oooe*«eoooo««oo**9eoao«ao»«e««eoo  (p  OUU 

Abdul  Rahman,  Investment  ., .....o. ........   50, 000 

Abdul  Rahman,  Current 3,600 

OQJ.6  S      oeo**oooeooeooooo**«**o«*««*»o«DOD*e*»oo-   ooo         ^  V^  p  O  UU 
X'TU/CI13.S65      •o««eoooo*eaes*oe*o***«*«««»**  OtC^  UUU 

Selling  Expense  o..... 20,000 

Other  Expense , 14.000 


$167,050   1167,050 


Supplementary  data: 

(1)  Inventory  on  hand  $10,000. 

(2)  Supplies  on  hand  $150. 

(S)  Equipment  is  2^-  jrears  old  and  depreciates  10^  each  year. 

(4)  Ifcpaid  Salaries  of  salesmen  #1,200. 

(5)  Collections  from  customers  in  advance  of  delivery  of  goods 
is  $4,300. 

The  follovring  adjusting  entries  for  the  accounts  are  required 
if  they  support  correct  financial  statements. 

(1) 
Cost  of  Goods  Sold o......  59,000 

XnjQ7Cri&S6S      «ooeAo*«o««ooo»«»o**«oo*oe      0(Cp  UUU 

These  entries  assign  the  total  cost  of  goods  available  to  either 
cost  of  goods  sold  or  cost  of  inventory  remaining  on  hand.  The 
total  available  consists  of  $17,000  on  hand  at  the  beginning  of  the 
year  and  pxirchases  of  '352,000  during  the  year,  or  a  total  of  $69,000. 
Of  this  amount,  the  supplementary  information  reports  $10,000  remain- 
ing on  hand.  The  rest  has  been  sold.  Hence  purchases  is  closed  to 
cost  of  goods  sold.  More  goods  has  been  sold  than  purchased  because 
the  inventory  on  hand  has  been  reduced  from  $17,000  *o  110,000. 
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Hence' also  inventory  is  credited  to  reduce  the  balance  from 
$17,000  to  $10,000, 

(2) 

Supplies  Used 300 

Supplies  on  Bnad   .............  150 

Supplies • «.•....  450 

The  cost  of  supplies,  $450,  is  divided  between  supplies  used  and 
supplies  remaining  on  hand.  Each  of  these  costs  is  debited  and 
the  supplies  account  is  closed  by  a  credit  entry* 

(3) 
Depreciation  of  Equipment  ...  3,500 

Allowance  for  Depreciation 3,500 

The  new  accoimt.  Depreciation  of  Equipment,  will  be  reported  at  the 
end  of  this  period  and  the  account  closed.   Allowance  for  Deprecia- 
tion accumulates  and  is  reported  as  a  deduction  from  Equipment  in 
the  position  statement.  Since  the  equipment  is  ZJt  years  old  l-g-  years 
depreciation  was  accvraiulated  in  Allowance  for  Depreciation  in  past 
years.  The  balance  of  the  Allowance  for  Depreciation  now  is  $8,750. 

(4) 

■  Selling  Expense 1,200 

Salaries  Payable  ••• *.....  1,200 

Accrued  salaries  fpr  salesmen  is  added  to  selling  expense.  The 
accrued  liability  for  salaries  payable  is  a  new  account. 

(5) 
Sales 4,300 

Customers'  Advances 4,300 

Since  collection  from  customers  of  $4,300  have  been  made  with  no 
delivery  of  goods,  this  amoxmt  credited  in  sales  is  not  earned. 
It  is  a  liability,  not  revenue.  Hence  we  transfer  $4,300  from  Sales 
to  Customers'  Advances. 

After  posting,  or  taking  these  adjustments  into  considera- 
tion, the  ledger  balances  on  which  the  financial  statements  must  be 
based  are  as  follows. 
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Abdiil  Rahman 
Adjusted  Trial  Balance 

Dec.  31-19-A 

Cash oo.  $  13,000 

Accounts  Receivable •.....•...   12,000 

Inventory 10,000 

Cost  of  Goods  Sold o.   59,000 

Supplies  on  hand 150 

Supplies  Used 300 

Equipment 35,000 

Allowance  for  Depreciation  ...••.••••••. o. ........  $  8,750 

Salaries  Payable  1,200 

Accounts  Payable 7,500 

Abdul  Rahman,  Investment  .....•....•.•••••........   50,000 

Abdul  Rahman,   Current 3,600 

Sales 100,000 

Customers'  Advances  .•• • 4,300 

Selling  Ebcpenses 21,200 

Depreciation  of  Equipment 3,500 

Other  Expenses 14.000 


$171,750  1171,750 


The  position  statement  which  these  eidjusted  accounts  support 
is  as  follows. 

Abdul  Rahman 
Position  Statement 
Dec. 31  -19-A 

Current  Assets 

Cash ..'.....  $13,000 

Accounts  Receivable  ................   12,000 

Inventory  10,000 

Supplies  on  Hand 150,.  $  35,150 

Plant  and  Equipment 

Equipment $  35,000 

Allowance  for  Depreciation  .......      8.7-50    2G>'^'^0 

Total  Assets ~  $  61,400 


Sources 
Current  liabilities  . 

Salaries  Payable $  1,200 

Accounts  Payable  7,500 

Customers'  Advances 4.500   $  13,000 

Abdul  Rahman,  Investment  $50, 000 

Abdul  Rahman,  Current  $3,600 

Income 2.000    1.600     48.400 

Total  Equities $  61,400 
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The  owners'  eqTiity  has  been  rednced  during  the  3rear  from  $50,000  to 
$48,400,  Althou^  there  is  income  of  $2,000,  the  owner  has  withdrawn 
$5,600  debited  to  his  current  account.  Income  is  not  sufficient  to 
compensate  for  this  idLthdrawal  by  an  amount  of  $1,600, 

The  income  statement  for  the  year  is  as  follows, 

Abdul  Rahman 
Income  Statement 
Tear  ended  Dec. 31-19  A 

Sales $100,000 

Cost  of  Goods  Sold ,.  $  59,000 

Supplies  Used ,,......, 300 

Selling  E3q)ense  ., 21,200 

Depreciation  of  Equipment  ...,,...<,    3,500 

Other  Expenses 14.000    98.000 

Inccane  ,.••,» .,, $  2,000  . 


CLOSING  ENTRIES.  Closing  the  ledger  will  eliminate  all  accounts 
reported  in  the  income  statement.  These  accoxant  balances  are 
trsmsf erred  to  a  summary  account  which  sometimes  is  called  Pl-ofit 
and  Loss.  Here  we  prefer  the  title  Income  Summary,  Since  revenue 
and  expenses  are  distinctly  different  accounting  elements  which 
should  be  compared,  the  closing  entries  for  these  are  best  treated 
as  separate  transactions  as  follows. 

(6) 

Sales 100,000 

Income  Summary  .o,,,,,,.....,.....,  100, 000 
To  close  revenue  to  the  simmiary  account. 

Expenses  may  be  closed  each  separately,  or  they  may  be  closed  as  a 
single  combination  as  follows. 

(7) 

Income  Simimary  ,,,,aooa...oe..o  98, 000 

Cost  of  Goods  Sold  ..,,•,,,. 59,000 

Supplies  Used ,.,.. 300 

Selling  Expense 21,200 

Depreciation  of  Equipment  ,, 3, 500 

Other  Expenses 14,000 

To  close  expenses  to  the  summary  account. 

The  Income  Summary  is  closed  by  the  following  entries. 

(8) 
Income  Summary  ...............   2, 000 

Abdul  Rahman,  Current  ..,,. 2,000 

To  close  the  income  summary. 
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After  posting  all  adjusting  and  closing  entries,  as  above, 
the  ledger  accounts  will  appear  as  follows. 


CASH 


SUPPLIES  ON  HAiro 


Bal. 

13, 000 « 
1 

t 

t 

(2) 

150' 

1 

1 
1 

1 
t 

ACCOmiTS  RECEIVABLE 

1 
f 

SUPPLIES  USED 

Bal. 

12,000' 

1 
1 

t 

nn/ENTORY 

(2) 

300   '(7)             300 
— «                   

t 
t 
t 
t 

EQUIR-ENT 

Bal. 

17,000' (1) 
'Bal. 
17,000' 

7,000 
3,0.000 
17,000 

Bal. 

35,000' 
t 

1 
t 

Bal. 

10,^0' 
1 

1 

f 

COST  OF  GOODS  SOLD 

AT,T,OWANr,E  FOR  DEPRFr-TATTON 

(l) 

59,000' (7) 

1 

1 
t 
t 

59,000 

'Bal.         5,250 
'(3)           3,500 

1 

1 
t 

f 

SALARIES  PAYABLE 

t 
SALES 

•(4} 

1 

1 1 
1 

1,200 

(5) 
(6) 

4,300'Bal.     104,300 
100.000' 

104,300'             104,300 

1 
t 

ACCOUNTS  PAYABLE 

1 

t 

CUSTOilKRS'     ADVANCES 

•Bal. 

1 

1 
t 
1 
1 

7,500 

^(^)           4,300 

1 

t 

t 
t 

t 
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ABDUL  RAHMLBlf,  INVESTMENT 


»Bal. 
I 

t 

t 

t 

I 


ABDUL  RAHMAN.  CURRENT 
Ball 5,600  »(8) 


Bal. 


3,600^ 

t 

1,600  » 


,»Bal. 


(8) 


INCOME  SUMMARY 
98,000  »(6) 

rt     nnn     t 


50,000 


2,000 

JuugOO. 

3,600 


2»000   « 
100,000  '• 


100,000 
100,000 


SEU^fflQ  EXPENSE 

Bal^ 20,000  ((7) 

(4)  1,200   ' 

t 


21,200 


21,200 


21,200 


DEPRECIATION  OF  EQUIPMENT 

Ts}  3,500   «(7)  3,500 

»  == 


OyHER  EXPENSE 

Bal.   14,000  Tt)    14,000 
■       I      === 
1 
t 
t 
I 


POST  CLOSING  TRIAL  BALANCE.  Often  a  post-closing  trial  balance  shotild 
be  taken.  .This  serves  the  purpose  of  proving  that  the  ledger  is  in 
balance  after  closing.  An  error  which  affects  the  balance  might  be  | 
made  in  closing.  If  this  is  nnt  discovered  until  a  trial  balance  igi 
taken  at  the  end  of  the  following  period,  there  might  be  greater   ; 
difficulty  in  finding  the  error.  j 

It  should  be  noted  that  the  content  of  the  post  closing 
trial  balance  is  the  same  as  the  content  of  the  position  statement. 
But  the  two  statements  should  not  be  confused  for  this  reason. 
They  are  prepared  by  different  procedures  and  for  different  ptirposes. 
In  the  position  statement  the  arrangement  and  classification  of  the 
items  are  important  for  purposes  of  interpretation.  The  post  closing 
trial  balance  requires  no  classification  of  items,  but  only  the 
reporting  of  debits  and  credits.  The  post  closing  trial  balance  for 
the  above  illustration  is  as  follows. 
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Abdul  Rahman 
Post  closing  Trial  Balance 
Dec.  31-19A 

Cash *...,,* ,  $13,000 

Accoimts    Receivable  ..•••..,«<,..„.,„.,».,,.     12j,000 

Inventory .,.<, „     10^,000 

Supplies  on  hand  »*»..4. .«•••»••, o,,, ,o  150 

Eqiiipment .o,,,, 35,000 

Allowance  for  Depreciation  •«.•••«•••••. ...b.*. .<..»$  8.750 

Salaries  P&yable •.••«.«• o..«o..«...  1^200 

Accounts  Payable o,<,.,*.«*^4»,,.,.  7,500 

Abdul  Rahman,  Investment  .•*••••,•« .«•.«"«. o.o... 50,000 

Abdul  Rahman,  Current 1,600 

Customers'  Advances „.  4^300 

I  71,750$71,750 


Chapter  6   ACCOUNTING  FOR  CASH 

DEFINITION  OF  CASH.  In  accounting  money  is  called  cash.  It  is  the 
legal  money  of  any  country.  In  some  cases  it  is  the  practical 
equivalent  of  legal  money.  Accounts  may  be  kept  in  any  kind  of  money, 
but  a  money  which  jises  the  decimal  system  is  best  suited  to  bookkeeping 
procedures.  The  legal  money  of  a  coimtry  may  exist  in  a  number  of 
forms,  jrtost  often  the  money  is  banknotes  issued  by  a  central  bank. 
Most  countries  also  issue  metallic  coins  of  small  value  which  are 
legal  money  and  are  therefore  part  of  cash. 

It  is  customary  in  accoiinting  practice  to  include  demand 
bank  deposits  in  cash.  Strictly  a  bank  deposit  is  an  account  receiv- 
able, but  if  the  deposit  is  receivable  on  demand  from  a  solvent  bank 
it  functions  effectively  as  cash  .  While  a  bank  account  must  be 
separated  in  axjcounting  procedure  from  other  cash  for  purpose  of  good 
control,  for  general  reporting  it  may  be  added  with  other  forms  of  cash. 

Notes,  drafts,  or  checks  are  sometimes  called  cash.  These 
are  cash  only  if  they  can  be  used  freely  in  pajring  debts  without 
further  conversion.  The  problem  can  be  avoided  by  collection  or 
deposit  before  use  in  an  accounting  report.  Iftitil  this  test  is 
applied  these  items  are  not  cash.  Checks  received  from  customers  are 
sometimes  considered  cash  when  strictly  they  are  only  accounts  receiv- 
able. The  checks  must  be  converted  into  cash  in  some  other  form. 
However,  a  check  drav/n  on  a  solvent  bank  or  cashier's  check  may  be  in- 
cluded in  cash.  Even  small  amounts  of  postage  stamps  may  be  included 
in  cash  if  there  is  proper  control  over  use  of  the  stamps.  Cash  other 
than  bank  deposits  also  is  called  currency. 

One  common  practice  should  be  avoided.  Sometimes  temporary 
loans  are  made  from  the  cash  box.  A  note  is  signad  by  the  borrower 
and  used  as  a  substitute  for  cash.  These  notes  are  not  cash  and  should 
not  be  reported  as  cash.  The  debt  may  not  be  paid  promptly  and  many 
times  the  loan  is  made  without  proper  authority  to  do  so.  At  best  the 
note  is  an  account  receivable,  but  even  then  it  should  not  be  included 
vrith  customers'  accounts  receivable.  Loans  to  officers  and  other 
employees  constitute  special  assets  which  shoiild  be  reported  separately 
for  what  they  are.  The  best  test  of  cash  is  to  see  if  the  item  in 
question  can  be  used  in  the  payment  of  a  legal  debt  without  further 
conversion. 

The  more  common  forms  of  cash  include  the  following. 

1.  Notes  issued  by  a  central  bank  or  treasury  of  the  country. 

2.  Snail  coins  issued  under  authority  of  the  government. 

3.  Receipts  for  demand  deposits  in  a  solvent  bank. 

4.  Cashier's  checks  vn:itten  by  a  solvent  bank. 

Foreign  currency  should  not  be  included  in  cash  unless  con- 
verted to  the  currency  of  the  countiy  in  question  at  the  proper  ex- 
change rate.  Foreign  currency  converted  at  an  ejschange  rate  should  be 
so  designated  and  the  exchange  rate  stated. 
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THE  RECEIPT  OF  CASHo  Proper  control  of  cash  begins  at  the  point  of  ' -"'' 
receipt.  The  cash  of  a  business  should  be  received  only  by  a  person 
who  is  authorized  to  receive  cash.  A  written  receipt  should  be  given- ' 
and  a  stub  from  which  the  receipt  is  detached  should  be  filled  in. 
From  these  receipts  a  report  for  each  day  should  be  made  and  compared 
with  the  total  cash  received  during  the  day  when  the  cash  is  aounted. 
Cash  payments  should  never  be  made  by  taking  money  directly  from  .  ,; 
cash  received, 

A  second  essential  is  that  the  cashier  who  receives  cash 
should  not  be  permitted  to  credit  the  source  of  cash,  such  as  the 
customer's  or  sales  account.  A  different  bookkeeper  should  credit  the 
customer,  sales  or  other  accotmt. 

liider  good  control  procedure  a  third  person  should  deposit 
all  cash  received  during  each  day  in  the  bank.  A  deposit  slip  is 
made  by  the  bank  and  later  may  serve  well  when  compared  with  other 
records  of  total  cash  receipts  for  the  day. 

The  bookkeeper  in  charge  of  the  cash  receipts  journal  should 
make  entries  in  this  journal  for  total  cash  receipt  for  each  day. 
Cash  is  debited  and  various  accounts  are  credited  depending  on  the 
soiirce  of  the  cash.  This  may  be  done  in  detail  or  in  total  if  appi;©-   ' 
priate  for  transfer  to  the  ledger.  The  cashier  who  receives  cash  '^'''' 
should  never  have  access  to  the  cash  receipts  journal.  This  helps  to 
prevent  error  or  fraud.  In  a  small  business,  however,  sometimes  this 
division  of  work  cannot  be  made.  Cash  received  in  the  mail  should 
be  counted  by  a  cashier  and  entered  on  a  daily  cash  report  from  which 
the  bookkeeper  Xirill  make  entries  in  the  cash  receipts  journal.  Cash 
received  often  can  be  recorded  initisilly  in  a  mechanical  cash  register. 
This  makes  a  record  of  all  cash  received  during  the  day  and  sometimes 
it  may  classify  cash  by  sources  from  which  it  is  received, 

BANK  DEPOSITS o  All  money  received  should  be  deposited  in  a  bank  not 
only  for  safe  keeping  but  also  for  good  control  of  receipts  and  expend- 
itures. The  bank  provides  a  passbook  or  a  receipt  which  serves  as  an 
independent  record  of  cash  received.  The  depositor  usually  prepares  a 
deposit  slip  in  duplicate  on  request  by  the  bank.  One  copy  is  retained 
by  the  depositor  after  approval  by  the  bank  clerk  and  one  is  retained 
by  the  bank  for  its  own  accounting  records.  This  deposit  reoeipt  in- 
dicates the  date  of  deposit  and  the  form  of  money  deposited,  such  as 
coin,  other  currency,  or  customers'  checks. 

No  cashing  of  customers '  checks  instead  of  making  the  deposit 
should  be  permitted.  This  would  allow  misuse  of  the  depositors'  Tunds. 

Some  deposits  may  be  time  deposits  or  deposits  to  a  special 
accoimt  for  a  special  purpose.  These  deposits  are  not  ailways  subject 
to  immediate  withdrawal.  If  not  subject  to  immediate  withdrawal, 
they  should  not  be  included  with  other  cash. 

Deposits  often  consist  of  checks  received  from  customers.    - 
These  deposits  usually  are  treated  as  cash  deposits  immediately  even 
though  later  it  may  be  found  that  a  check  deposited  is  returned  without 
payment.  It  may  be  several   days  or  possibly  the  end  of  the  month  before 
the  depositor  learns  of  any  irregularity.  Payment  of  the  check-  may  be 
refused  because  the  drawer  does  not  have  sufficient  funds  on  deposit. 
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in  case  the  check  is  returned  to  the  depositor,  the  bank  deducts  fhe 
amount  from  his  accounto  The  customer  still  owes  the  amount  of  the 
bill.  The  debt  is  not  necessarily  bad,  but  it  represents  an  account 
receivable.  The  debt  should  be  restored  to  the  customer's  acaovnt 
even  though  collection  may  be  in  doubt.  .\ 

Once  a  bank  deposit  is  made,  the  cash  deposited  no  longer 
belongs  to  the  depositor.  It  is  now  an  asset  of  the  bank.  The  bajik 
assumes  a  liability  to  the  depositor  which  the  bank  reports  on  its 
position  statement  under  the  title  DepositSo 

It  may  seem  unnecessary  to  many  people  that  all  money  receiv- 
ed by  every  biisiness  should  be  deposited  in  a  bank  and  that  checks 
always  should  be  written  in  payment  of  bills o  The  requirement  is 
sometimes  difficult  to  apply  in  economically  underdeveloped  countries 
where  close  relationship  between  the  business  and  banks  is  not  customary. 
In  some  countries  where  trade  is  less  highly  developed,  the  peole 
generally  are  ii.ct  accustomed  to  xise  the  bank  check.  In  Indonesia, 
for  example,  in  1960  only  13$  of  national  business  enterprises  had 
regular  relations  with  banks.  But  in  that  year  the  Bank  Negara 
Indonesia  undertook  an  active  advertising  campaign  for  the  purpose  of 
making  Indonesian  society  bank  minded.  We;  are  insisting  here  that 
this  is  good  for  the  business  as  well  as  for  the  bank. 

THE  BANK  CHECK.  If  all  cash  is  deposited  in  the  bank,  then  all  pay- 
ments of  cash  must  be  made  by  id.thdrawal.  from  the  bank.  This  is  done 
by  use  of  a  written  order  on  the  bank  called  a  check.  A  check  orders 
the  bank  to  pay  to  a  specified  person  or  bearer  a  stated  amount  of 
money.  Checks  are  given  to  creditors  in  payment  of  accounts  due. 
Usually  they  ai'e  treated  as  cash  payment  when  the  check  is  written 
even  though  payment  is  not  made  legally  until  the  check  is  presented 
to  the  bank.  When  all  money  is  deposited  and  the  depositor  wants  cash 
for  his  own  use,  he  must  write  a  check  payab^-e  to  himself  or  to  "cash". 
This  makes  an  independent  record  of  the  cash  withdrawal.  Some  cash 
must  be  withdrawn  from  the  bank  for  the  payment  of  small  bills.  This 
can  be  done  by  use  of  an  imprest  cash  fund  which  will  be  described 
later. 

When  the  bank  cashes  a  check  the  check  is  marked  "Cancelled" 
and  it  is  returned  to  the  depositor,  usually  at  the  end  of  the  month. 
When  properly  indorsed,  the  check  provides  a  receipt  for  payment  of 
the  money.  Indorsement  consists  of  the  person  who  cashes  the  check 
writing  his  signature  on  the  back  of  the  check.  However  a  check  is 
not  a  good  receipt  unless  the  oheck  is  made  in  a  form  which  indicates 
the  piu^ose  for  which  payment  is  made.  Sometimes  a  voucher  check  ^3 
used.  This  form  is  printed  in  advance  id.th  a  place  provided  fo:? 
recording  the  exact  nature  of  the  invoice  or  other  debt  paid.  3'ich  a 
check  makes  a  good  receipt, 

A  check  is  a  written  order  signed  by  the  depositor.  It  asks 
the  bank  to  pay  to  a  specified  person,  or  sometimes  to  any  bearer,  the 
amount  of  the  check.  The  person  to  whom  the  money  should  be  peiid  is 
called  the  pay«e.  The  payee  is  required  to  sign  on  the  back  of  the 
check  as  an  indication  that  he  has  received  the  money. 
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Sometimes  checks  axe  forgedj,  that  is,  an  ■unauthorized  person 
signs  the  depositor's  name  in  order  to  receive  money  fraudulently » 
The  bani  is  responsible  for  loss  if  it  pays  out  money  to  anyone  not 
ordered  by  the  depositor o  It  is  therefore  important  that  the  depositor 
make  a  record  of  all  checks  written  emd  that  checks  be  signed  only  by 
certain  officers  who  are  authorized  to  do  soo  At  the  end  of  each  month 
a  comparison  of  cancelled  checks  should  be  made  with  the  checke 
stubs  written^  to  find  any  mistakes.  In  order  to  facilitate  thisj,  all 
checks  should  be  numbersd  in  sequence  in  order  to  compare  each  check 
easily  with  the  stub  from  which  it  has  been  detached,, 

A  blank  check  padj,  which  has  all  checks  and  corresponding 
stubs  prenumberedj,  shotild  be  provided.  The  use  of  any  cheek  which  is 
not  taken  from  this  prenumbered  check  pad  constitutes  an  irregularity 
contrary  to  good  cash  control.  Consequently  the  VLse   of  Irregular 
checks  should  be  prohibited.  Most  check  forms  are  printed  on  water- 
marked paper  which  makes  erasure  and  other  alternation  diffictilt,  A 
check  written  in  error  should  be  destroyed  and  so  marked  on  the  check 
book  stub.  Better  is  to  save  the  spoiled  checkm  properly  caneelledj 
as  part  of  a  record  which  will  account  for  all  the  numbered  checks. 

An  important  feature  of  the  blank  check  pad  with  prenumbered 
ffhecks  and  stubs  is  that  these  stubs  can  show  a  record  of  casji  at  all 
times,  Esush  time  a  deposit  is  made  and  each  time  a  check  is  written 
a  new  balance  is  computed.  This  makes  it  convenient  to  see  at  all 
times  if  the  bank  deposit  is  large  enough  to  cover  any  check  about  to 
be  written,  for 

Should  the  enterprise  be  small  or  if/any  reason  it  is  not 
practicsil  to  pass  all  cash  receipts  and  payments  through  a  bank^  a. 
measure  of  control  can  be  achieved  by  clearing  all  receipts  and  pay- 
ments through  a  central  cashier.  This  cashier  acts  as  a  central  re^ 
servoir  which  controls  as  many  subordinate  imprest  funds  as  desirable. 
Each  such  subordinate  imprest  fund  is  handled  in  the  same  manner  as 
when  a  bank  account  is  used.  The  weakness  of  this  system  is  in  the 
lack  of  an  independent  check  on  the  activities  of  the  central  cashier. 
Even  here  the  records  of  cash  receipts  and  of  cash  payments  shoiild  be 
kept  separate  if  possible^  with  a  separate  bookkeeper  in  charge  of  each 
of  these  two  activities. 

Accounting  for  cash  should  not  rely  entirely  on  the  honesty 
of  those  who  handle  the  cash.  If  the  system  operates  satisfactorily^ 
it  will  disclose  shortageSj,  improper  payment^  and  other  irregularities. 
While  the  honesty  of  a  clerk  mi^  be  relied  upon  to  arrive  at  satis- 
factory results,  a  good  system  will  disclose  irregularities  if 
independently  audited  in  due  time.  This  use  of  accoxxnting  for  control 
purposes  is  sometimes  difficult  to  understand  by  thpse  who  are  not 
accustomed  to  good  accounting  procedure. 

Where  bank  accounts  cannot  be  used,  the  receipt,  payment  and 
physical  custody  of  all  cash  should  be  in  the  hands  of  different 
employees  who  do  not  work  in  the  same  office o  If  these  individuals 
are  not  close  friends  this  independent  relationship  adds  to  the  better 
control  of  cash.  Most  of  all  ,  there  should  be  absolute  prohibition  of 
receipt  and  payment  of  cash  without  proper  authorization.  A  special 
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voucher  form  which  has  been  approved  for  payment  by  the  cashier's 
superior  should  be  used  at  all  times.  This  helps  to  control  improper 
accounting  entries  at  the  source. 

THE  BANK  OVERDRAFT.  It  is  often  a  serious  legal  offense  to  write  a 
check  without  funds  on  deposit  at  the  bank.  The  bank  can  refuse  pay- 
ment of  such  a  check.  However,  as  a  business  courtesy  to  well  known 
depositors,  the  bank  sometimes  will  honor  checks  when  the  depositor  does 
not  have  sufficient  funds.  This  creates  an  overdraft  to  the  depositor, 
becomes  an  account  receivable  to  the  bank,  and  a  liability  to  the 
depositor.  It  is  expected  that  the  depositor  will  deposit  the  reqiiired 
amoimt  as  soon  as  requested  by  the  bank.  In  case  of  further  difficulty 
the  depositor  may  be  requested  to  sign  a  note  which  converts  the  over- 
draft into  an  authorized  loan.  If  there  are  several  bank  accounts  the 
overdraft  in  o  le  bank  should  not  be  subtracted  from  the  deposits  in 
others.  An  ovci.-dfaXt  in  one  bank  can  be  offset  by  a  deposit  in  another 
bank  only  if  th3re  is  an  actual  transfer  between  the  banks. 

THE  IMPREST  GASH  FUND.  ISider  good  procedure  all  cash  received  is  de- 
posited in  a  banko  All  payments  ai*e  made  by  checks  drawn  on  the  bank. 
This  might  look  like  more  clerical  work  than  is  necessary,  but  business 
practice  has  not  found  this  to  be  so.  Good  business  favors  this  pro- 
cedure. The  only  real  inconvenience  arises  when  a  large  number  of  ;•. 
small  bills  must  be  paid.  But  there  is  a  convenient  procedtire  for  this 
without  loss  of  desired  cash  control. 

For  the  payment  of  small  bills  in  currency  an  imprest  fund  is 
established.  Tl'iis  method  is  satisfactory  if  exactly  followed.  First 
a  fixed  sum  of  money  such  as  $100  or  $500  is  chosed.  This  must  be 
large  enough  to  pay  all  bills  dependent  on  the  fund  dturing  a  given  short 
period  of  time  such  as  a  week  or  a  month.  Second  a  check  is  •written 
on  the  bank  payable  to  the  imprest  cashier.  The  imprest  cashier 
cashes  the  check  and  receives  the  money.  The  general  bookkeeper  debits 
the-  Imprest  Cash  account  and  credits  the  bank  account.  The  imprest 
cashier  then  pays  small  bills  in  cash  from  this  fund.  Be  keeps  his 
own  cashbook  with  receipts  nimibered  in  sequence.  The  person  to  whom 
money  is  paid  signs  a  receipt  which  indicates  the  purpse  for  which 
the  payment  is  made.  The  imprest  cashier  classifies  entries  made  in 
his  cashbook  from  the  receipts  according  to  the  general  ledger  accounts 
to  which  the  expenditure  should  be  debited. 

Before  the  fixed  amount  of  the  Imprest  Fund  is  exhausted,  the 
imprest  cashier  makes  a  report  to  the  general  cashier  in  charge  of  the 
bank  account.  Now  a  new  check  is  drawn  in  favor  of  the  imprest  cashier 
for  the  exsLct  total  of  expenditures  which  he  has  made.  The  check  is 
entered  as  a  bank  withdrawal.  If  a  simple  check  register  is  used, 
that  is,  one  which  only  debits  accounts  payable  and  credits  the  bank, 
then  the  proper  debits  to  expense  or  other  cost  accounts  will  be 
entered  in  another  Joximal  such  as  the  invoice  register.  In  this 
jo'ameO.  there  is  entered  a  credit  to  vouchers  payable  which  authorizes 
writing  a  new  check.  See  chapter  on  vouchers  payable. 

This  procedtire  brings  cash  under  generally  satisfactory  control. 
It  becomes  difficult  for  unauthorized  persons  to  misuse  cash. 
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Only  the  imDrest  fvooA  cashier  is  trusted  with  payment  of  oiirrenoyyand 
this  is  in  a  small  fixed  amotmt  such  as  $100j,  |500j,  etco  for  the  week 
or  month. 

Convenience  of  the  cash  imprest  system  is  achieved  in  part 
becatise  at  all  times  the  cash  in  the  ijiprest  ftmd  plus  the  receipts 
(notas)  in  the  fund  for  expenditures  equals  the  fixed  predetermined 
amount.  This  facilitates  cheeking  for  errors.  Also  there  is  no  need 
to  wait  until  the  end  of  the  imprest  period  to  request  reimbursement 
if  the  fund  is  depleted.  The  fund  can  h®   replenished  at  any  time  upon 
receipt  of  the  imprest  cashier's  report  and  the  authorization  and 
drawing  of  a  new  check  on  the  bank. 

THE  BANK  STATEMENT.   Each  month  or  other  agreed  time  the  bank  sends  the 
depositor  a  statement  of  his  account.  This  statement  usually  shows  the 
balance  at  the  beginning  of  the  month,  the  deposits  made  during  the 
period,  and  the  cancelled  checks  or  other  forms  which  authorize  with- 
drawals, and  the  balance  on  deposit  at  the  end  of  the  period.  This 
statement  is  important  to  the  depositor  because  it  serves  as  a  basis 
for  detecting  errors.  The  depositor  is  expected  to  report  any  eiTors 
promptlyi  otherwise  the  account  will  be  considered  correct. 

Good  procedure  requires  that  cancelled  checks  paid  by  the 
bank  and  returned  be  arranged  in  sequence  by  number  and  attached  again 
to  the  stubs  in  the  check  book  from  which  they  have  been  detached. 
The  face  of  the  check  should  be  compared  with  the  record  on  the  stub  to 
detect  any  change  which  might  have  been  made  after  the  check  was  issued. 
Not  all  checks  isstoed  will  be  returned  within  the  month  when  they  are 
written.  Severail  days  may  pass  after  a  check  is  issued  until  it  is 
received  and  recorded  or  paid  at  the  bank.  The  checks  still  out- 
standing should  be  received  during  the  following  month.  Any  check 
outstanding  several  months  should  be  followed  up  and  the  party  to 
whom  it  was  Issued  should  be  questioned.  There  is  usually  no  date 
limit  on  %  check  issued,  but  payment  on  a  very  old  check  may  be 
refused  by  the  bank,  or  the  deposit  on  which  it  was  written  may  b© 
withdrawn  from  the  bank  for  other  use.  It  is  expected  that  checks 
will  be  presented  to  the  bank  within  a  reasonable  time  such  as  a 
few  days. 

RECONCILIATION  OF  THE  BANK  STATEMENT.  Banks  usually  follow  such 
accounting  procedure  that  errors  are  detected  and  corrected  before 
a  statement  is  sent  to  the  depositor.  But  even  if  the  depositor 
has  made  no  mistake  in  keeping  his  own  records p  at  the  end  of  any 
month  the  ending  balance  on  the  bank  statement  usually  does  not 
agree  with  the  balance  on  the  depositor's  books.  There  are  several 
reasons  for  this. 

An  entry  made  on  the  depositor's  books  which  agfectsthe  bank 
will  not  be  taken  into  account  by  the  bank  at  the  same  time.  A  check 
written  is  treated  as  a  bank  withdrawal  by  the  depositor  when  the  check 
is  written^  but  the  bank  has  no  knowledge  of  this  until  a  later  date. 
Likewise  sometimes  a  correct  entry  will  be  made  by  the  bank  before  the 
depositor  is  notified.  This  is  reqtiired  by  convenience.  Sometimes 
the  bank  makes  proper  entries  in  a  depositor's  account  but  cannot  notify 
the  depositor  of  this  action  until  the  end  of  the  month.  Also  after  a 
deposit  is  made  it  might  take  one  or  two  days  for  the  record  to  reach 
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the  depositor's  account  from  which  the  monthly  statement  is  prepared o 
Thus  at  any  moment'  ^f  time  the  record  of  the  bank  and  the  record  of  the 
depositor  do  not  agree  even  though  no  mistake  has  been  made 9  This 
condition  must  be  reconciled  in  order  to  determine  if  there  ia  an 
erroro  This  is  illustrated  as  followso 

ILLUSTRATION  OF  BANK  RECONCILIATIONo  Assume  at  the  end  of  Msirch  "that 
the  X  company  receives  its  monthly  statement  from  the  banko  The  bank 
reports  March  31  a  balance  of  $  9»833o  The  check  book  balance  of  the 
depositor  shows  a  balance  of  |  3j)950o  Usxially  the  bank"s  balance  is 
greater  than  the  depositor's  balance  because  not  all  checks  written 
have  clearedo  Prom  the  records  of  the  conqpany  and  additional  in^  , 
formation  received  from  the  bank,  the  difference  of  $  5? 803  must  be 
explainedo  Also  it  is  necessary  to  prepare  this  statement  of  recon= 
ciliation  in  good  orderly  fom^o  The  statement  must  convto®©  any  other 
interested  person  that  it  is  correcto  Assume  it  is  found  that  a 
deposit  of  $  220  made  on  ffarch  30  is  not  included  by  the  banko  Also 
a  check  for  $500  has  been  written  \^  the  president  of  the  company  and 
cashed  at  the  bgnk  without  reporting  this  fact  to  the  bookkeepero  The 
check  is  for  the  proper  p;irpose  of  travel  expense o  Also  several  entries 
have  been  made  by  the  bank  of  which  the  company  has  no  previous  know^ 
ledge o  The  bank  for  exaii5)le  has  collected  a  customer's  note  for  $22,000 
which  was  left  at  the  bank  for  that  purpose  by  the  depositor.  The  bank 
charged  $2o   .  collection  feeo  A  customer's  check  for  $70,'  deposited 
in  Febrxiaryj,  is  retximed  because  of  insiifficient  fundo  After  somparing 
all  cancelled  checks  with  their  original  stubs  the  bookkeeper  finds 
that  three  checks,  in  total  amoxint  of  $   4. ,675,  have  not  been  retumed. 

An  orderly  reconciliation  statement  can  follow  a  certain 
fixed  patterno  One  such  form  is  a  self  balancing  statements  one  part  of 
\diich  begins  with  the  balance  as  reported  by  the  bank,,  and  the  other 
part  begins  with  the  balance  on  the  depositor's  bo<^s<>  Each  jsart  is 
concluded  with  an  adjusted  total  and  the  totals  must  agree o 
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Using  the  above  facts  this  form  is  illustrated  as  follows  t 

X     COMPANY 
BANK  RECONCILIATION  STATEIENT 
Ifarch  31  -  1963 

Bank  Section   : 

ijQX8llC6     ir&pOTXfGd     tyy     DflUlC      ooooooooooooooooooo*ooooooooooooo     v      y  9  ^^^ 
AUQ.     UXli/SCOJ^uGCI     QOpOSlu      oeooo«o«ooeoooooo«ooaooooeoeooooooo  ^^\) 

■Da XaIlC6     OH    Q.©pO S 1  u     oooooooooo«oooooo*oooo90*oooo««»eoooo(»o    v*^^ 5) U>^ 

Deduct  outs'tanding  checks  ooo<»eooooooooooooooooooooo(»«oo(»o       L<i(fl5 
Bank  balance  adjusted  for  outstanding  checks  ••o*«oeoooooe  ♦  5^378 

Depositor's  section  % 

i^axance  peir  casn  j/6Copq  oo«ooo**o«o«o«ooooo«oooooooa«oAo»o  v  ^ ^yo^ 
Add  note  collected  by  bank  O9ooo*aoooooooo««»o»o«ooott*ooo«       2 a 000 

XOuaX  o*o«oooooooooooo«oooooooooooooo9oeo9a«oo«*o«ooao»090  V  0  $yO^ 

Deduct  % 

rl  O  t3  O  -I^  O       V>neCX       OO0«*«OO9OOOOOOOO        OOOOOO       V        '  ^ 

Collection  Service  Charge  o<.o.o.o.o.»    2 
Unrecorded  check  written  o<>>ooo(>».o<>a  500 
Adjusted  bank  balance  .< 


»oo«oooo*oooae4»ooaoo<»o900*«oooooftoo 


Some  of  these  items  require  no  further  bookkkeping  entries^ 
In  due  time  they  will  be  reported  correctly,  such  as  the  late  deposit 
of  %   220  and  the  oultdtanding  checks  of  %   4f673<>  Some  adtustments^ 
however,  require  recognition  on  the  depositor's  bookso  The  NoSoPo  check 
has  become  cm  account  receivable,  the  collection  expense  of  I  2  must  be 
recorded,  as  must  the  counter  check  of  I  500  signed  by  the  president^ 
and  the  note  for  $  2,000  collected  by  the  bank.  All  these  adjustments  ' 
require  credits  in  the  bank  account  for  a  reduction  of  the  depositors 
balance..  The  debit  required  is  different  in  each  casoe  It  is  diffi-- 
cult  to  record  these  entries  in  the  check  record  because  the  form  does 
not  lend  itself  to  these  entries.  However  proper  postings  to  the  ledger 
easily  can  be  made  if  general  journal  entries  are  made  as  follows  .« 

March  31 

Accounts  Receivable  °-  Customer  ooooooeoooaoo  %    70 

Miscellaneous  Expense  oaoaoaaoaeoooaa.oeoooa*  2 

xravex  cucpense   oooooooooooooooo.oooooooo.oooo         j\j\j 

^aSn  xn    ^anjC  ooooooooooooooooooooooooooo.oooooeooooo    V  ^ ' ^ 

To  adjust  for  charges  made  by  bank  not  on  books  of  the  depositoro 

Jfarch  31 

Cash     in    Bank     eooe»aoeaaaa*aao*oo»aeoaoi>»«ao»        V       A,Ov)U 

Notes  Receivable  ooo«<»ooooooooo»«-.o«e«o»»e«e»oo«eoo»o»o  *  2j)0u0 
To  record  note  collected  "bj  the  bank 
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ULUSTRATIVE  CASH  J0URf4ALS,  As  a  general  rule  entries  for  all  cash 
reoelpts  shoiild  be  made  in  a  special  cash  receipts  journal.  A  combined 
casti  receipts  and  i>ayiDents  J[o\imal  assumes  that  one  bookkeeper  keeps 
both. «;  record  of  botii  cash  receipts  and  cash  paymentso  ■^is  does  not 
enco^itrage  good  cash  controlo  It  is  justified  only  in  a  business  so 
small  that  there  cannot  be  separate  bookkeepers  for  the  two  jobs  of 
receiving  and  paying  casho  The  form  of  cash  book,  however,  is  essenticil<= 
ly  the  same  whether  the  two  are  bound  together  as  a  single  book  or 
whether  separate  bound  books  are  xisedo  A  cash  receipts  book  may  ,be 
illustrated  as  follows  s 


Ug; 
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CASH  RECEIPT  JOURNAL 

Date 

Account 
TiUe  Or 

Explanation 

R 

Pash  Dr. 

'Bank  Dr 

'Cash  Cr 

1 

Account 
Receiv 
able  Cr 

Sales 
Cr 

Miscella 
neous  Or 

"'  ■■   .• 

' 

^ 

■>s  . 

..--':  ' 

U— .'■  ™J 

_ ,-:-,,,^ 

Jn  general  one  transaction  is  entered  on  each  lipi&^a  Coliumis 
are  provided  for  entry  of  the  l^te,  and  account  titles.  There  is  space 
for  brief  explanation  and  for  page  reference  to  the  ledger  trans^r. 

In  the  above  illustration  there  are  five  money  columns  used 
as  follows  s  All  cash  received  is  entered  in  the  Cash  Dr»  Columno  A 
credit  entry  must  be  made  in  one  of  the  columns  for  Accounts  Receiv= 
able  Cr.,  Sales  Cr,  or  I-Iiscellaneous  Cr»  It  is  assumed  here  that  the 
principal  sources  of  cash  receipts  are  collections  from  customers 
accounts  and  cash  sales.  A  miscellaneous  column  is  provided  for  credits 
from  various  soiircesj  the  titles  to  be  written  in  the  Miscellaneous  Cr. 
column. 

Since  all  cash  is  assumed  to  be  deposited  in  the  bankp  each 
day  .aan  entry  is  made  in  the  two  columns  Bank  Dr.  and  Caeh  Cr.  for  the 
total  receipts  of  the  day.  Thus  the  Cash  Dr,  column  and  Bank  Cr.  column 
should  always  be  in  balanced  agreement  unless  there  is  failure  to  deposit 
■all  cash.  These  columns  may  be  posted  to  the  ledger  as  indicatedj,  al"= 
though  no  serious  error  is  made  if  the  Cash  account  is  ontjiitted  from  the 
ledgero   If  complete  posting  is  madoj,  the  Cash  accoTxnt  will  show  no 
balance,  because  the  debits  for  cash  received  always  eqvial  the  credits 
for  an  eq\ial  sxim  of  bank  deposits.  The  real  cash  accotmt  then  becomes 
the  bank  account.        .        L  '^■^' 

It  is  desirable/transfer  to  the  ledger  the  Bank  Dr.  entries 
as  "a  total  at  the  end  of  each  month  in  order  to  reflect  the  bank  balance 
•in  tho  ledger^  The  credits  in  the  bank  accoxmt  are  posted  from  a 
different  sovirce,  the  check  register.  The  Bank  account  in  the  ledger 
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serves  to  bring  totals  of  bank  deposits  and  vithdrawals  together. 

The  col-unms  Accounts  Receivables  Cr,  and  Sales  Cr.  are 
transferred  to  the  ledger  in  total  at  the  end  of  each  month.  It  is 
assumed  that  a  subsidairy  ledger  with  customers  is  kept,  la  this  case 
each  individual  account  receivable  is  credited  to  his  account  in  the 
customerid.  ledger. 

The  total  of  the  Miscellaneous  Cr.  column  does  not  indicate 
a  specific  account  in  the  ledger  to  which  a  transfer  may  be  :Wa4ft) a«  do 
other  columns.  The  column  is  totalled  at  the  end  of  each  month  only  for 
the  sake  of  demonstrating  if  the  total  of  all  debits  In  the  book  eqtxals 
the  total  of  all  the  credits.  Only  individual  transfers  can  be  made  to 
the  ledger  from  this  column.  These  titles  are  written  in  the  Accotmt 
Cr.  column. 


CASH  PAYMENTS  JOURNAL  ILLUSTRATED.  Under  the  procedure  of  depositing 
all  cash  received  in  the  bank  and  making  all  payments  or  withdrawals 
by  checks,  the  cash  payments  jovimal  is  very  simple.  In  fact  it  is  no  . 
more  than  a  check  register.  It  must  provide  a  money  credit  column  for  q 
all  checks  written.  Since  under  this  procedure  no  check  is  written 
except  in  payment  of  a  llalpility  which  is  accrued  elsewhere  as  an  account 
payable,  there  need  be  only  one  debit  column  for  charges  to  the  accounts 
payable  account. 

A  minor  variation  of  the  method  is  required  if  invoices  pay- 
able  are  recorded  at  stated  prices  in  excess  of  the  actual  amovmt  paid. 
This  merely  requires  a  colmmi  for  purchase  discounts/to  account  for  the 
difference  between  the  amount  of  the  c^eck  and  the  book  amount  of  the 
liability.  This  form  is  illustrated  as  follows  s    /,  credit 

CHECK  REGISTER 


Date 


Account 
■Dr 


Remarks 


Voucher 
Paid  No 


Check 
No. 


Accounts 
Payable  Dr 


Purchase 
DigcoTffl-t^  Cy 


Bank  Cr. 


It  is  assumed  that  all  checks  are  numbered.  The  check  number 
shoTold  be  entered  in  the  check  register  to  facilitate  tracing  at  a  later  _ 
date  if  the  item  is  brought  into  question.  If  a  voucher  system  is  used 
in  combination  with  this  cash  control  system,  vouchers  also  aftpuld  be 
numbered  serially.  Coltimns  for  voucher  numbers  and  check  nrmbers  irif.i 
dicate  conveniently  vfliich  check  is  issued  in  payment  of  each  vouchered 
liability.  Each  colimn  is  entered  in  the  ledger  in  total  at  the  end  of 
each  month  as  indicated  in  the  caption.  Transfer  to  the  ledger  is  called 
posting. 
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CASH  PAID  IN  CDRRENCy.  A  more  congjlex  form  of  cash  payments  book  is 
required  if  Qaeh  is  paid  for  expenses  or  other  items  which  have  not  bean 
accrued  previously  in  a  voucher  register.  Such  a  cash  payments  journal 
is  similar  to  the  check  register  except  there  should  be  many  debit 
columns  for  classifying  various  costs  and  the  posting  of  debit  totals. 
One  miscellaneous  debit  column  is  usually  desired.  A  single  cash 
credit  column  records  all  cash  paid  in  currency.  The  same  form  also 
may  be  used  for  the  Imprest  ^ash  Payments  book.  It  is  illustrated  as 
follows  : 


CASH  PAYMENTS  JOURNAL 


Date 


Account 
Dr. 


Explanation 


Cjj  sh '  Seneral ,  Sell  ing 
Cr« 'Expense  Expense 


Dr. 


Dr. 


Trans 'Supplies 
port  '  Dr 

on  ' 

pur-' 

chases 

Dr  ' 


Miscel- 
laneous 
Dr. 


IMPREST  CASH  FUND  PAYMENT  RECORD 


Date 


Expalanation 
On  Account 


No.  of  F 
Receipt 


Balance  & 
receipts 


Total 
Payments 
(?) 


•General 
Expense 
Dr,  (?) 


Selling 

Expense 

Drt(4) 


Miscel- 
neous 

Dr(^) 
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The  fii^st  Imprest  receipt  is  entered  in  the  first  money 

column  (l).  As  payments  are  maaej  each  transaction  is  entered  on  one 
line.  The  total  payment  is  entered  in  the  second  money  column  (2)o 
The  proper  expense  or  other  account  is  debited  in  column  (3)»  (4) 
or  (5)  as  appropriates  Column  (5)  does  not  represent' a  particular 
account.  It  is  used  for  entering  debits  in  any  accaunt  desired.  The 
title  of  the  particular  account  is  written  in  the  ar^count  title  Qoltmm. 

When  the  fimd  is  replenished^  the  cash  rn  >jived  will  bring 
the  cash  balance  to  the  original  fixed  amount  of  tiie  fund.  The  first 
two  columns  for  receipts  and  payments  may  be  totaled^  balanced,  and  . 
ruled  similar  to  the  balancing  and  ruling  of  a  ledger  account.  At  the 
time  the  fund  is  replenished  p  debit  postings^^y  be  made  to  T&eioua 
accovmts  in  the  general  ledger  and  a  credit  Jjosting  for  the  total  in 
the  Petty  Cash  account  in  the  ledger. 

An  alternative  procedure  widely  used  is  not  to  consider  the 
Inrprest  Cash  book  a  Jotimal  from  which  postings  are  made.  Ihsteadp 
the  ]it5)rest  Ftmd  cashier  m^es  a  report  of  expenditures  with  his  request 
for  reimbursement.  The  general  cashier  then  enters  the  reported  debits 
in  the  general  Invoice  Register,  where  an  accofunt  payable  dtie  the 
Imprest  cashier  is  recorded.  A  check  is  drawn  for  the  exact  amount  of 
the  total  and  recorded  in  the  check  register.  Under  the  latter  procedure 
costs  paid  from  the  Imprest  Fund  ai;e  posted  like  other  purchases,  ^o 
postings  need  be  made  to  the  Inprest  Cash  ^und  in  the  ledger^  and  the 
balance  shown  by  the  first  entry  which  established  the  in^jrest  ftmd 
stands  in  the  ledger  without  change.  This  method  is  convenient.  Also 
it  is  accurate  if  the  Iiaprest  Fund  is  replenished  on  the  last  day  of 
each  fiscal  period.  Otherwise  on  any  date  when  the  fund  is  not  re- 
plenishedj,  some  expenditures  will  not  be  taken  into  the  ledger  or       j 
trial  balance 9  and  as  a  result  the  total  cash  resources  <fn  hand  will  be 
xinderAtateid. 

ACCOUNTING  FOR  RECEIPTS.,   One  of  the  most' difficult  problems  in 

accounting  is  the  assurance  that  all  transactions  have  been  identified 

and  recorded.  Often  students  give  attention  to  the  correct  analysis 

of  a  given  transactions  when  the  first  problem  is  to  be  sure  that  the 

transaction  is  not  lost  with  failure  to  make  any  record.  When  a  cash 

sale  is  made  what  assurance  is  there  that  any  record  will  be  made. 

A  careless  or  dishonest  employee  may  take  the  cash  for  his  own  use  and 

make  an  inadequate  record  or  no  record  at  all.  In  many  parts  of  the 

world  this  is  one  of  the  greatest  sourc*  of  business  loss.  Tily 

certain  persons  under  adequate  control  should  be  given  authority  to      \ 

receive  cash. 

Mich  of  the  remedy  for  this  lies  in  the  general  level  of     1^' 
business  honesty  and  integrity.  Petty  thievery  must  not  be  accepted    ftl- 
lightly.  Also  the  mechanical  check  on  the  practice  of  inadeqtiate  cash   |? 
reporting  rests  heavily  on  the  outside  party  who  pays  the  cash.  When 
a  sale  is  made^  a  sales  ticket^  or  nota,  should  be  made  in  duplicate.   .  ^ 
One  copy  is  retained  for  the  business  and  one  is  given  to  the  customer,  ^ 
If  the  customer  is  careless  in  his  observation,  the  business  employee 
is  encouraged  in  dishonesty.  Once  proper  cash  sales  invoices  are  mad% 
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they  must  agree  with  the  total  cash  receipts  reported  for  the  day. 
They  most  agree  also  with  the  cash  deposited  in  the  banko  C9re  must 
be  used  to  prevent  and  to  detect  any  later  changes  made  on  tae  sales 
involceso  The  use  of  indeliable  pencil  or  ink  is  helpful.  The  use  of 
a  mechanical  cash  register  with  visible  indicator  is  helpful  in  record^ 
ing  small  cash  saleso  Often  it  is  the  practice  to  place  a  professional 
spotter  lAiere  tmsuspected  he  can  observe  irregular  practices  of  sales 
clerks a 

In  cases  where  quantities  are  shipped  from  a  storehotise  there 
must  be  control  over  shipping  orders  and  customer  billing«  -^e  use  of 
numbered  formsy  all  of  which  must  be  accounted  for,  is  helpful.  The 
customer  billings  are  made  in  multiple  copies.  These  should  be  ap- 
proved by  a  atqjerior  officer  in  charge.  The  different  copies  for 
different  uses  can  serve  as  a  check  against  later  mistakes  and  alter^- 
nationso 

If  a  sale  is  not  made  for  cash  the  same  problem  arises  as  if 
the  sale  were  for  cash a  An  inqproper  charge  to  a  customer's  account 
later  can  become  the  aoTirce  of  an  iniproper  record  of  cash  collected. 
The  customers  may  be  relied  trpon  usually  to  report  an  overchargeo 

CASH  OF  NON  PROFIT  ACTIVITIES,  Accounting  for  households,  clubs,  or 
small  charitable  organizations  have  a  problem  somewhat  different  from 
those  which  produce  a  product  for  sale,  ^sually  the  accrual  of  revenue 
and  expense  is  less  in^ortant.  If  total  cash  receipts  is  small,  it 
might  not  be  desirable  to  deposit  all  cash  received  in  a  bank  and  with^ 
draw  by  check o  But  it  is  preferable  that  the  receipts  of  cash  and  the 
payment  of  cash  be  done  by  different  persons.  This  serves  as  a  check 
in  part  against  errors  and  misappropriation.  One  bad  practice  often 
found  is  the  mingling  of  business  cash  with  the  personal  fvinds  of  the 
bookkeeper.  This  is  often  tfiought  to  be  a  mere  convenience,  but  in 
fact  it  only  reflects  carelessness.  Even  though  correct  accounting 
is  honestly  atten^ted;,  the  practice  lacks  the  features  of  good  control. 
Periodically  there  should  be  a  count  of  cash  and  comparison  with  the 
book  record.  This  is  not  possible  if  the  business  oash  is  not  kept 
physically  separate  from  personal  or  other  cashe  Without  this  coBipari<= 
son  of  cash  by  coomt  with  the  book  record  errors  may  go  undetected. 

Usually  a  multiple  column  cash  payments  book  such  as  one  of 
those  described  above  is  sufficient  for  the  disbursing  cashier.  The 
book  requires  money  columns  for  (1)  the  cash  balance  and  recelptss 
(2)  a  total  cash  payments  coltimn,  and  (3)  as  many  other  special  columns 
•s  there  are  classified  purposes  of  expenditxire .  A  receipts  column 
is  required  even  though  the  disbursing  bookkeeper  does  not  account  also  . 
for  cash  receipts.  He  is  dependent  on  the  receipts  cashier  foa- periodic 
transfers  of  cash  for  his  use.  The  monthly  totals  of  the  payments  book 
give  sufficient  data  for  the  monthly  expenditure  report.  Usually  no 
ledger  is  required.  A  conqjlete  double  entry  system  such  )BiKi.1iaiat  used 
by  a  complex  productive  enterprise  adds  very  little  to  the  desired  in=" 
formation.  The  object  in  this  situation  is  primarily  to  classify 
expendittires  voider  appropriate  titles.  The  receipts  report  is  supplied 
by  the  receipts  cashiero  The  general  report  deducts  total  expenditures 
to  date  from  total  receipts  to  date  and  attests  to  the  location  or  form 
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of  the  total  cash  balance  which  remains  on  hand. 

It  is  important  that  leceipts  and  expenditures  be  stated  for 
easy  comparison  with  the  budgetj,  if  a  budget  is  in  use.  Above  all, 
proper  authorization  of  expenditures  is  important o  It  may  often 
happen  that  the  bookkeeper  is.  not  the  proper  person  to  pass  judgnent 
on  the  propriety  of   an  expenditure »  Vouchers  paid  should  be  signed 
by  a  person  with  ppoper  authority  to  approve  payment. 

For  these  activities  it  is  not  always  desirable  to  report 
reveniie  and  expense  on  an  accrual  basis.  The  advantages  of  accrual 
accounting  are  sufficient  if  all  bills  are  paid  promptly.  The  periodic 
report  may  consist  only  of  a  statement  of  receipts  and  expenditures 
of  cash.  There  may  be  some  expenditures  for  durable  property,  and  a 
position  statement  including  property  other  than  cash  may  be  prepared. 
The  credits  will  be  the  sources  from  which  the  assets  have  been  c  vi. 
derived.  It  is  necessary  however  that  all  non-cash  property  be  re- 
corded in  some  form  and  identified  as  to  description,  source,  location, 
use,  and  other  condition.  I'roper  physical  control  of  the  property 
is  important,  and  frequent  comparison  of  property  with  the  records  is 
desirable,  A  file  of  property  inventory  cards  will  serve  this  purpose. 
3ach  item  of  property  should  bear  a  mark  of  identification  such  as  a 
permanent  stan^)  or  number  which  cannot  be  easily  removed  and  which 
can  be  compared  with  a  card  file  record. 

SUMMARY  OF  CASH  FROCEDORE,  Fbe  good  centrol  of  cash,  all  stmis  received 
should  be  deposited  in  a  bank  not  only  to  keep  cash  safely  but  also 
to  provide  §n  independent  varifiable  record  of  cash  received  and  paid. 
If  some  cash  is  deposited  and  some  retained,  this  independent  record 
is  destroyed.  All  large  payments  are  made  by  checks  (k-awn  on  the 
bank.  These  checks  should  be  drawn  as  required  in  payment  of  author- 
ized, approved  vouchers  payable.  Entries  in  the  accotmts  are  not  per- 
mitted to  be  made  by  anyone  who  receives  cash  or  pays  out  ciarrency. 

Small  cash  disbtirsements  can  be  made  from  an  Iii9)rest  Fund 
of  convenient  amount  in  the  hands  of  a  special  cashier  who  is  res- 
ponsible for  small  payments.         /  (3)  inprest  Casho 

Cash  accounts  kept  in  the  general  ledger  are  of  three  kinds: 
(l)  Cash  on  hand,  (2)  Bank  accovmtsjZ  The  first  of  these  need  not 
appear  in  the  ledger  necessarily,  because  there  should  always  be  no 
balance.  Debits  for  total  receipts  should  equal  credits  for  all  bank 
deposits.  Some  accountants,  however,  insist  that  this  record  be  made 
explicitly  in  the  ledgero  There  may  be  any  desired  niimber  of  Imprest 
Fund  accounts,  depending  on  the  nvmiber  of  centers  from  \diich  small 
cash  conveniently  is  to  be  paid.   There  may  be  as  many  bank  accounts 
as  the  management  considers  desirable.  Deposits  and  withdrawals  of 
each  must  be  kept  distinct  and  separate,  but  it  may  be  convenient  to 
record  checks  written  on  different  banks  in  the  same  checkfjregister. 
A  ledger  account  for  each  bank  is  required.  An  overdraft  in  one  bank 
should  not  be  offset  against  a  deposit  in  another  bank,  withdut  I  am 
actual  cash  transfer. 


Chapter  7   A  VOUCHER  PAYABLE  SYSTEM 

PRIMARY  BOOKS  AND  PROCEDURES.  Accounting  systems  ustially  have  need 
of  two  kinds  of  books.  Each  is  suited  to  a  different  functions 
The  ledger  has  been  described  brieflyo  The  other  kind  of  book  is 
called  a  journal*  The  journal  is  a  book  of  first  entry^^  Every 
transaction  is  recorded  in  a  journal  and  later  transferred  to  the 
ledger.  The  journal  entries  analyze  each  transaction  and  records 
the  proper  debit  and  credit  entries.  In  a  journal  each  transaction 
is  recorded  completely  in  one  place.  In  the  ledger  the  entries  are 
classified  by  accounts  as  they  vdll  be  reported  on  the  financiJtL 
statements.  There  may  be  many  journals  in  an  accounting  system, 
because  it  is  not  efficient  procedure  to  record  all  transactions  in 
one  journal.  But  it  is  desirable  that  the  results  of  all  transac- 
tions be  classified  in  only  one  ledger. 

One  of  the  important  journals  in  use  is  a  voucher  register. 
This  special  journal  is  part  of  a  system  for  good  control  of  cash 
payments. 

ADVANTAGES  OF  A  VOUCHER  SYSTEM.  The  use  of  a  voucher  system  is  for 
safety  against  improper  payments  of  cash.  The  system  prohibits  the 
payment  of  cash  until  a  proper  voucher  form  has  been  approved  for 
payment.  This  requires  that  the  proper  persons  examine  the  conditions 
of  each  purchase  and  receipt  if  goods  or  services  before  pa3nnent  is 
approved.  Finally  the  system  requires  that  paymapt  be  made  from  the 
bank  by  vrriting  a  check. 

Each  payment  of  cash  is  for  cancellation  of  a  liability 
which  has  been  recorded  in  the  accounts.  Accordingly  all  purchases 
of  material  and  services  are  recorded  firsti  as  if  on  credit.  Every 
asset  purchased  is  debited  to  the  proper  cost  account  and  credited  to 
vouchers  payable.  The  voucher  which  authorizes  these  entries  is  the 
iresult  of  carel^  auditing  of  the  purchase  order  and  receipt  of  goods. 
It  signifies  that  the  goods  or  services  have  been  inspected  for 
quaiity  and  quantity,  that  the  correct  price  has  been  determined 
and  that  the  debt  is  approved  for  payment.  This  approved  voucher 
is  a  speciil  written  form  which  contains-  relevant  information  about 
the  purchase  and  terms  of  payment.  It  is  prepared  from  the  verified 
purchase  invoice  and  receiving  report.  The  form  also  indicates  the 
accotinfc  which  should  be  debited  for  the  cost.  In  all  cases  the 
credit  is  Vouchers  Payable.  There  is  of  course  no  objection  to  use 
of  the  liability  account  title  Accounts  Payable  if  the  reqxaired 
procedure  is  follovred.  There  is  no  essential  difference  between 
vouchers  pajrable  and  accounts  payable  unless  it  is  to  emphasize  that 
a  carefully  controlled  system  of  prepared  vouchers  is  in  use. 
The  voucher  must  be  approved  for  pajment  by  the  signature  of  one  or 
more  responsible  officiails  of  the  business. 

In  order  to  have  better  control  of  the  vouchers  and  pay- 
ments, it  is  necessary  that  all  blank  voucher  forms  be  numbered  so 
that  all  can  be  accounted  for.  By  these  ntmibers  the  voucher  can 
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be  identified  with  the  check  iised  in  payment o  The  checks  are  number- 
ed alsa^that  they  can  be  identified  with  the  votichers  which  they  pay. 

The  approved  voucher  is  authority  for  the  bookkeeper  to 
make  entries  in  the  vouchar  register.  The  voucher  may  be  in  fact 
attached  to  the  seller's  invoice  and  filed  for  payment.  Cash  pur- 
chases are  paid  immediately.  But  before  payment  the  vouchers  are 
recorded  like  pxirchases  on  credit  for  the  sake  of  good  control 
procedure.  The  vouchers  payable  file  becomes  in  effect  a  subsidiary 
ledger  for  all  approved  accounts  payable.  The  vouchers  are  not  clas- 
sified by  names  of  the  creditors,  but  they  are  classified  according 
to  the  dates  on  which  they  should  be  paid.  This  has  the  disadvantage 
of  not  grouping  together  all  ptirchases  from  each  source  of  supply. 
But  this  is  not  as  important  as  are  the  advantages  of  good  control 
over  payments.  However,  after  the  vouchers  have  been  paid,  they  are 
filed  in  a  paid  vouchers  filco  Here  the  objection  can  be  overcome. 
The  vouchers  in  the  paid  vouchers  file  can  be  classified  according 
to  the  names  of  the  sellers. 

The  advantages  of  the  voucher  system  can  be  summarized  as 
follows: 

1)  It  provides  for  an  orderly  verification  and  approval  of  all  bilW 
to  be  paid  before  payment. 

2)  It  provides  immediate  recognition  of  all  proper  liabilities  to 
be  paid  in  the  near  futuli^, 

3)  It  records  in  one  joirmal  all  liabilities  which  have  been  approved 
for  payment  and  for  an  indication  that  payment  is  made  at  the 
proper  time. 

4)  It  provides  a  file  of  current  liabilities  such  as  to  call  atten- 
tion on  the  proper  date  for  payment  without  loss  of  discounts 
available, 

5)  It  reduces  the  cash  payments  journal  to  a  mere  check  register  for 
cash  in  bank, 

6)  Responsibility  for  approval  by  one  or  two  persons  of  authority 
sti*(sngthens  the  control  over  cash  payments, 

ILLUSTRATION  OF  A  VOUCHER  REGISTER.  A  voucher  register  is  a  journal 
with  many  money  columns.  It  is  used  for  recording  vouchers  payable 
transactions  only.  The  voucher  payable  is  always  a  credit  to  this 
liability.  Any  account  can  be  debited  in  the  vouchers  register. 
Thus  the  votichers  register  takes  the  pMce  of  an  ordinary  purchases 
journal.  The  purchases  journal  is  used  ordinarily  for  recording 
only  purchases  of  materials  for  sale  ot*  ffer  use.  The  vouchers 
register  is  extended  to  record  the  purchase  of  ar^rthing.  This  may 
be  any  asset  or  other  cost.  Thus  most  of  the  money  columns  are 
debit  columns  for  recording  cost.  They  may  constpt  of  columns  for 
purchases  of  materials,  different  classes  of  labor,  supplies,  and 
functional  expenses,  A  miscellaneoxis  column  in  which  any  account  may 
be  debited  is  often  desirable.  All  colximns  except  the  miscellaneous 
column  axe   for  the  purpose  of  posting  totads  to  the  ledger  accounts. 


_  77  - 


This  form  may  be  illiistrated  as  followsc 


^ A  VOUCIiER  REGISTER 

Date  'Payee  or  Accoxmt  Dr. * 


Vo.No. 


Date 


Paid   IVouch- 


Check 
No. 


ers 
Pay^ 
able 
Or. 


Mate-'"JQn-  ; 


rials 
Dr. 


eral 

Ex- 
penses 
Dr. 


(Hieoal- 

laneous 

Dr. 


A  CHECK  REGISTER 


Date 


Payee 


1 Vo.No. *Check  IVouch-  ■  |  Bank 
j  No.   jers  Pay-   Cr. 
able 


PAYMENT  OF  ACCODNTSo  Ihder  an  accounting  system  with  good  controlp 
all  cash  received  is  deposited  in  a  bank.  Payments  are  made  by  writing 
a  check  for  each  particular  voucher  payable.  Accordingly  all  checks 
written  are  for  payment  of  liabilities  for  which  vouchers  have  been 
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prepared.  Each  check  ■written  requires  a  debit  to  voticheiw  payable  and 
a  credit  to  the  banko  This  makes  a  desirable  separation  between  record- 
ing the  cost  of  the  thing  purchased  in  the  vouchers  register,  the 
liability  to  be  paid.,  and  the  payment  by  check  in  the  check  register. 
This  procedure  is  used  for  cash  purchases  as  well  as  for  purchases  for 
extended  credit o 

The  use  of  an  unpaid  voucher  file  makes  it  easy  to  write 
checks  for  the  bills  due  to  be  paid  each  dayo  The  checks  may  be 
prepared  in  advance  if  kept  under  proper  control.  This  helpfl  in  the 

routine  office  work  and  assists  in  paying  bills  without  losing  avail- 
able discountso  The  vouchers  are  filed  in  a  paid  voucher  file  when 
the  check  is  written  or  delivered  to  the  creditor. 

The  seller's  invoice  may  be  attached  to  the  voucher  to  be 
paido  This  can  be  detached  and  sent  with  the  check  to  -the  creditor 
if  desired.  Often  a  form  of  voucher  check  is  used.  This  does  not 
require  a  copy  of  the  seller's  invoice.  A  description  of  the  ptorchase 
is  recorded  on  the  overlap  of  the  voucher  check.  This  form  of  check 

makes  a  good  receipt  when  cancelled  by  the  bank  and  returned. 

THE  VOUCHER  CHECK.  The  check  and  a  copy  of  the  voucher  may  be  combined 
in  a  single  form.  The  check  £s  printed  on  double  size  form  with  half 
folded  to  provide  a  copy  of  the  voucher.  When  the  original  voucher  is 
written  it  is  printed  in  duplicate  on  the  voucher  check  fonSo  The 
overlap,  which  is  a  copy  of  the  essentials  of  the  original  voucher, 
can  be  detached  by  the  payee  when  the  c^eck  is  presented  to  the  bank* 

THE  CHECK  REGISTER.  The  cftsh  payments  book,  other  than  for  the  cash 
imprest  fund,  becomes  a  simple  check  register.  The  only  money  columns 
required  are  Vouchers  Payable,  Dr.  and  Bank,  Cr.  If  the  vouchers  have 
been  recorded  at  a  gross  amount  before  deducting  discounts,  then  a 
special  Purchases  Discount,  Cro  column  is  reqxiired  also.  ^,; 

Other  columns  are  required,  of  couree,  for  the  date,'  r 

name  of  payee,  check  number,  voucher  number,  etb. 

PARTIAL  PAYMENTS.  In  case  only  a  part  payment  is  made  on  the  voucher, 
more  than  one  procedure  is  possible.  The  simplest  procedure  is  to 
record  the  amotmt  of  the  payment  in  the  check  register.  A  notation 
is  meide  on  the  voucher  itself  to  reduce  the  remaining  balance  due. 
Thus  ,  after  posting,  the  vouchers  payable  account  in  the  ledger 
agrees  with  ithe  total  unpaid  vouchers  in  the  vouchers  file. 

Another  procedure  is  to  conceal  the  old  voucher  and  prepare 
two  new  vouchers.  The  new  votichers  are  credited  in  the  usvial  way  in 
the  vouchers  register.  The  debits  are  made  to  Vouchers  Payable  in 
the  miscellaneous  column.  'One  voucher  is  paid  immediately  and  the 
other  is  filed  for  future  payment. 

GROSS  OR  NET  PRICE  METHOD.  Often  prices  are  qupted  at  a  certain  amouftt 
with  the  possibility  of  taking  a  discount.  A  discount  from  the 
published  price  may  be  offered  by  the  seller  to  certain  classes  of 
buyers  or  for  buying  in  certain  large  quantities.  Sanetimes  discounts 
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are  allowed  for  the  prcMipt  pajnnent  of  cash.  But  ^Aatever  the  reason 
for  reduction  below  the  published  price,  the  net  price  gives  the 
correct  costo  The  net  price  is  available  to  the  biQrero  Usually  the 
discount  terms  are  too  fatporable  to  be  lobt.  The  net  price  TisuaUy 
is  the  price  paid.  But  if  the  discount  is  available  and  lost  liy 
negligence  of  the  b^yer,  the  discount  lost  is  not  properly  a  cost  of 
the  purchase »  The  available  discount  lost  should  be  reported  as  a 
losso 

A  report  of  discounts  lost  is  more  useful  for  maac  gement 
than  is  a  report  of  discounts  ta]cen»  Discotnats  taken  fail  to  report 
whether  a  more  favorable  price  vaa  available  or  note 

Accounting  literature  containft  tnuch  discussion  of  the  gross 
and  the  net  price  methods  of  recording  cost,  but  use  of  the  gross 
method  is  difficult  to  jtistifyo  It  has  the  advantage  of  long  use^ 
but  both  its  logio  and  complexity  give  its  use  little  support.  The 
gross  price  does  not  state  the  correct  cost  of  a  purchase,  because 
this  is  not  the  price  which  is  paid.  It  overstates  the  cost.  It 
requires  a  correction  or  results  in  error.  The  net  price  is  the 
price  paid  usually.  Always  it  is  the  price  which  should  be  paid. 
The  net  price  is  available,  and  if  more  is  paid  there  is  inefficiency 
of  management  or  negligence .  If  for  any  reason  the  discount  is  not 
taken,  this  fact  should  be  6u:counted  for  as  a  3^dS8  because  it  indicates 
improper  management.  Discoxmts  available  and  nctt  taken  do  not  add  to 
the  value  of  the  asset  purchased. 

The  net  method  is  the  simplest  from  an  Eu;counting  point  of 
viewo  It  merely  requires  that  the  discount  be  deducted  fran  the 
invoice  price  at  the  time  the  vouchet  prepared  for  pajment  is  recorded. 
It  is  not  easier  to  wait  until  the  voucher  is  paid  before  dedxicting 
the  discount.  Fewer  entries  are  reqtiired  if  the  discounts  are  takene 
In  those  few  cases  where  the  discounts  are  lost^  the  lost  discount 
should  be  debited  to  a  special  account.  A  report  of  diq^ounts 
available  and  lost  is  more  useful  for  management  than  is  a  report  of 
discounts  taken  without  knoidng  how  many  discounts  were  available. 

If  a  discount  is  lost  under  the  net  method,  a  new  voucher 
may  be  prepared  for  the  amount  of  discount  losto  One  check  may  be 
written  in  payment  of  both  voticherso  The  method  is  similar  to  that 
for  partial  payment  of  vouchers© 

INSTAmENT  PAYMENT.  Sometimes  the  purchase  price  is  paid  in  a  series 
of  instalments.  If  this  is  known  in  advance,  a  voucher  can  be  prepared 
in  advance  for  each  of  the  separate  instalmentso  This  is  usually  more 
satisfactory  than  preparing  a  single  large  voucher  for  the  entire  amoimt 
and  treating  the  instalment  as  part  |)i«,ymentSo 

ACCRUAL  OF  LIABILITIES o  Liabilities  often  accrue  without  entries  being 
made  in  the  accountso  Wages  and  salaries  accrue  every  day.  The 
liability  accrues  when  the  wage  is  eamedo  Interest  on  borrowed 
money  accrues  every  day.  Each  day  expenses  accrue  for  the  use  of 
telephone,  water,  and  electricity.  It  is  neither  convenient  nor 
necessary  to  record  the  accrual  of  these  liabilities  each  day. 
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They  are  recorded  conveniently  when  the  seller  presents  a  bill.  In 
the  case  of  wages  and  salaries  no  bill  is  presented.  Usually  no 
entries  are  made  imtil  the  liability  is  paido  This  is  convenient  for 
ordinary  accounting  routine »  At  the  end  of  a  fiscal  period  such  as  a 
year,  howeverj,  accurate  financial  statements  require  that  all  accznials 
be  entered  in  the  accounts  in  such  |ianner  that  their  affect  will  be 
included  in  the  financial  statements. 

Accordingly  some  liabilities  are  recorded  without  the  use  of 
vouchers  payable o  Ifeny  of  these  l|)|bilities  may  be  only  estimates  \rfiich 
have  not  been  approved  for  payment.  These  liabilities  best  may  be 
recorded  in  the  general  journal.  An  appropriate  cost  or  other  account 
is  debited  and  a  special  liability  account  for  each  is  credited.  Thus 
not  all  short-term  liabilities  aoce   reported  as  vouchers  payable. 
Before  the  date  of  payment,  however,  each  of  these  liabilities  must  be 
examined  and  approved.  I^on  approval  a  voucher  is  prepared'' for  each. 
The  temporary  liability  account  is  debited  and  Vouchers  Payable  is 
credited.  These  entries  are  made  in  the  vouchers  register.  The 
miscellaneous  debit  column  is  used  to  record  cancellation  of  the  old 
liability  accounts  which  have  not  been  siqjported  by  vouchers. 

Sometimes  a  temporary  liability  account  is  used  for  convenience* 
This  assists  division  of  bookkeeping  labor.  For  instance  the  cost 
accounting  department  isitrfeTestdi  ia  the  analysis  and  assignment  of 
wage  costs.  It  is  not  primarily  interested  in  payroll  liabilities. 
On  the  other  hand  the  payroU department  is  interested  in  the  payroll 
liabilities.  It  is  not  primarily  interested  in  wage  cost  anedysis. 
The  cost  accounting  department  therefore  supplies  information  which 
permits  the  classification  of  v&ge   cost.  A  payroll  clearing  account 
is  credited  with  the  total.  The  payroll  department  st^jplies  informa- 
tion for  the  classif lotion  of  payroll  liabilities.   The  payroll 
clearing  account  is  detited  for  the  total.  The  payroll  account  is  in 
balance  when  all  entries  are  completed. 

For  example  the  ijage  cost  of  a  period  consists  of  direct 
factory  labor  |  20,000,  indirect  factory  labor  $  15,000,  selling 
expense  $  9,000,  and  office  expense  $  8,000.  This  is  recorded  by  the 
following  journal  entries 

(1) 
Direct  Labor  ..••eo..oa.o....a...ao.o.o.  20^ 000 

Factory  Burden' .••.«•• ....••••••.••  15,000 

Selling  Expense .........o. 9,000 

Office  S^ense  .oaa.eoo..o»«*«.*o.a....o     8,000 

JrayrOXx     ......•..••..••••oe«o..o..oooo.o..o.     UC,UUU 

To  distribute  the  payroffll  cost  of  the  peri6d. 

For  the  same  data  the  payroll  department  analyses  the  liabilities 
into  4et  payroll  liability^  wage  taxes  withheld,  income  taxes  withheld, 
and  other  wage  deductions. 
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These  liabilities  are  recorded  as  follovs  for  illustration. 

(2) 

Wage  taxes  withheld  o..o.«*oeo«o.oo....o» «.     lj,560 

Income  taxes  withheld  oe»««s«o»oooe«««e*e««e«««oeo     7<)800 
Ubiier  wage  deduc  uxons  oaooeaoooeoaoooaoaoc>o<>oa»oeo     Of  zoo 

Accrued    xayrOXl     ovooooooooeoQOOOOoeOoooooooooocnso     O7j)440 

To  accrue  the  payroll  liabilitieso 

Each  of  these  liabilities  must  be  supported  by  ai^  approved  voucher 
before  payment  is  made.  The  vouchers  are  recorded  in  the  voucher 
register  with  proper  debits  made  to  the  bpecial  temporary  liability 
accoxmtso  It  is  expevted  that  in  the  above  example  the  Payroll  account 
will  be  in  balance  when  the  two  transactions  are  completed  o  But  it 
might  sometimes  have  a  temporary  balances  A  credit  balcuice  is  assiunet 
to  be  a  liability.  A  debit  balance  is  assmued  to  be  unassigned  costo 

IMPREST  CASH  PAIMENTS,  Tfader  use  of  the  voucher  system  no  liabilities 
are  paid  in  currency  except  those  which  axe   paid  from  an  imprest  cash 
fund.  This  fund  is  established  for  the  pavment  of  small  bills  for 
which  it  is  not  convenient  to  write  a  checko 

When  the  ftjnd  is  established,  a  voucher  payable  is  prepared 
for  the  fixed  amount  of  the  fundo  A  check  is  written  to  pay  the  vouch- 
er. Cash  Imprest  Fund  is  debited  and  the  Bank  is  credited.  These 
entries  report  a  separation  of  cash  in  the  bank  from  imprest  cash  on 
hando  The  imprest  fund  is  a  small  currency  fund  on  hand.  A  check  is 
written  for  the  amount  of  the  voucher  and  is  recorded  in  the  check 
register.  The  cashier  who  handles  the  imprest  fund  cashes  the  check 
and  keeps  the  currency  on  hand  for  the  payment  of  small  bills. 

The  imprest  fund  cashier  keeps  his  own  cash  payments  bbbk. 
He  classifies  the  debits  for  cash  payments  according  to  the  genelkal 
ledger  accounts  which  must  be  debited.  At  the  end  of  a  fiscal  period, 
or  whenever  his  cash  balance  becomes  too  small,  he  makes  a  report  of 
his  expenditures  to  the  general  cashier.  The  general  cashier  may 
require  flhat  the  debits  for  cost  be  recorded  in  the  voucher  register 
in  suppot^  of  a  new  voucher  payable  o     Thus  all  posting  may  be  made 
from  the  voucher  register. 

It  is  possible,  of  course,  to  post  the  debits  from  the 
imprest  cash  payments  book.  If  this  is  done,  then  the  Imprest  Cash 
account  must  be  credited.  After  this  point,  the  process  is  repeated 
as  from  the  beginning.  This  procedure  in  some  ways  is  more  desirable 
than  the  above  procedure  because  it  reports  the  correct  balance  of  the 
imprest  cash  fund  at  the  end  of  the  fiscal  period.  liider  the  first 
procedure,  the  imprest  cash  account  remains  unchanged.  This  results 
in  correct  reports  at  the  end  of  the  fiscal  period  only  if  the  imprest 
fund  is  replenished  aa  the  last  day  of  the  fiscal  period* 


Chapter  8   ACCOUIfP  RECEIVABLE 

DEFINITIONS.,  Accoxmts  receivable  are  rights  to  receive  moneyo  Iq 
accoiinting  it  is  customary  to  define  accoxmts  receivable  narrowlj);,, 
When  a  special  written  promisa  i@  received  from  a  debtor  the  right 
to  receive  is  tistially  called  notes  receivsableo  It  is  excluded  from 
axscotmts  recei-robl©  for  which  no  note  is  receivedo  An  account 
receivable  is  not  reported  xmder  this  title  imless  it  arises  from  the 
sale  of  regular  inventory  of  goods  o  If  fixed  assets  are  sold  on  credits, 
or  if  a  short  term  loan  is  made 5  the  account  is  excluded  from  accounts 
receivable  from  the  sale  of  merchandise o  Accounts  receivable  may 
arise  from  the  subscription  to  shares  of  ©took  by  an  investor^  but 
these  rights  to  collect  are  not  included  with  accounts  receivabl®  from 
the  sale  of  merchandise o  Accordingly  accounts  receivable  are  assets 
which  owe  their  source  in  revenue  from  sales  of  product,, 

Any  source  of  income  which  is  expected  to  be  collected  in 
cash  gives  rise  to  an  asset  in  the  form  of  an  accoTint  receivable  o  In>= 
terest  earned  on  bondsp  notesj  or  bank  deposits  give  rise  to  accc'mtg 
receivable^,  but  since  these  sources  are  not  from  ordinary  products 
they  are  not  classed  with  accounts  receivable*  They  are  reported  as 
separate  assetso  Dividends  from  shares  become  accounts  receivable 
after  they  are  declared  by  the  directors  of  the  paying  corporations 
but  these  dividends  also  are  not  included  in  accounts  receivablso 

The  usefulness  of  this  narrow  definition  lies  in  the  desired 
analysis  and  cont^^olo  Changes  in  accounts  receivable  from  time  t® 
time  may  liidicate  important  business  operations  with  respect  to  sales 
and  terms  of  colledtion  from  the  company's  customers •  .  Better  control 
may  be  had  ovei  collections  If  accounts  receivable  from  miscellaneoas 
sources  are  classed  separatelyo  However;,  in  a  condensed  statement  of 
assetsj,  accounts  receivable  from  many  sources  may  be  combinedo 

ACCOUNTS  RECEIVABLE  AND  INCOME  .  Accounts  receivable  are  in5)ortant  in 
the  accrual  method  of  accounting  for  income o  The  accrual  method  reports 
revenue  and  income  when  eamedc,  not  when  cash  is  collectedo  -^his  is 
done  by  treating  the  account  receivable  as  an  asset  in  place  of  cash 
until  the  cash  is  collectedo  Collection  merely  converts  the  asset 
account  receivable  to  the  asset  casho  ■ 

PROCEDURE  FOR  ACCOUNTS  RECEIVABLE o  It  should  be  clear  to  the  beginning 
student  that  each  account  collectible  from  an  individual  is  a  separate 
asseto  The  practice  of  reporting  the  total  of  all  accounts  receivable 
arising  from  sales  as  a  single  asset  in  the  ledger  and  on  the  balance 
sheet  can  be  misleadlngo  Each  account  must  be  collected  separately© 
The  right  and  the  ability  to  collect  from  one  customer  are  not  related 
to  the  right  or  the  ability  to  collect  from  another  customers  Indi^ 
vidual  accounts  therefore  must  be  kept  separate o  An  invoice  file  or 
customer's  account  must  be  kept  for  eacho  A  total  or  summary  is  useftil 
for  some  pTirposes^  but  at  the  same  time  detail  is  required  for  other 
useso  For  purposes  of  general  control  of  sales  and  credit  policy  or 
balance  sheet  reporting<,  all  accounts  receivable  as  above  defined  may 
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be  grouped  together,  but  fox*  purposes  of  collection  they  must  be  kept 
separatee 

Accrual  accounting  requires  that  the  customer's  account  be 
debited  when  the  sale  is  madeo  The  sales  account  is  credited. 

The  sales  credit  may  be  added  to  cash 
sales  for  purposes  of  reporting  reveniieo  With  the  use  of  a  special 
journal  for  sales,  it  is  convenient  to  record  the  account  receivable  iii 
the  sales  journal.  In  fact  the  totals  of  a  credit  sales  book  may  be 
posted  in  total  as  a  debit  to  an  accounts  receivable  simimary  and  a 
credit  to  a  sales  summaryo  The  individual  a3eciints  receivable  may  be 
posted  to  a  customer's  ledger.,  or  as  is  often  done^  a  copy  of  the 
sales  invoice  may  be  filed  for  collectiono 

It  is  often  recommended  that  a  separate  customers'  ledger 
be  kept  because  this  makes  a  complete  record  of  each  customer's 
activity  in  one  place.  This  ledger  need  not  be  a  bound  book  using 
T  accoTJintsj  it  may  be  a  card  file  with  a  card  for  each  customer,  ¥of 
3onvenience  the  money  columns  may  consist  of  (l)  debits  (2)  credit^ 
and  (3)  account  balanc».  A  new  balance  is  computed  each  time  an  entr; 
is  made  in  the  accounto  This  makes  quick  refei-ence  to  a  svimmary  of 
the  account  easier.  The  form  of  account  may  be  illustrated  as 
follows  i 

CUSTOMER  »S  NAME  AND  ADDRESS 


A  customers'  ledger  may  be  kept  in  the  form  of  a  card  file 
even  though  customers'  charges  are  not  transferedj  or  posted,  from  the 
sales  journal.  Posting  to  the  individual  account  may  be  direct  from  e, 
duplicate  copy  of  the  sales  invoice  which  is  sent  to  the  customer j, 
especially  If  machine  posting  is  used. 

Collections  of  customers'  accounts  are  recorded  in  a  cash 
receipts  journal.  They  require  debits  to  cash  and  credits  to  customers. 
If  a  summary  account  is  used  in  the  general  ledger,  a  special  column  '' 
for  accovmta  receivable  credit  shoiild  be  provided  for  posting  the  total. 
From  the  recorded  receipts  of  cash  from  the  customers  credits  are  made 
in  the  customers'  accounts.  Individual  postings  of  course  may  be  made 
from  the  special  column  for  accowits  receivable  credit  if  the  method 
of  direct  posting  is  not  used. 
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THE  USE  OF  A  CONTROLLING  ACGODNTo  It  is  desirable  for  purposes  of 
business  policy  and  reporting  for  some  purposes  to  carry  a  single 
account  in  the  ledger  for  the  sum  of  all  debtaa"©^'  aesountsa  This  is 
done  by  posting  the  total  accounts  receivable  d^bit  from  a  sales 
joTomal  and  posting  a  total  accounts  receivable  credit  from  the  caa 
receipts  jovimalo  This  svimmaryj  or  controlling  accounts,  acts  als» 
as  a  check  against  certain  kinds  o^  erroro  The  siimmary  must  agree    j 
with  the  sum  of  all  individual  accoxmt  balances  in  the  subsidiary 
customers'  ledger  after  con5)lete  posting <,  This  proof  of  agreement 
shoxild  be  made  each  time  a  position  statement  is  prepared  by  making 
a  complete  list  of  customers"  balanceso 

Accounts  receivable  include  only  ctirrent  accounts^  usuallj 
of  30  or  60  dayso  They  may  be  classed  as  current  if  due  within  one 
yearo 

COLLECTION  OF  ACCOUNTS  RECEIVABIEo  Individual  aecofflits  must  be  kept 
if  good  collection  is  to  be  madeo  A  copy  of  each  sales  invoice  may 
be  filed  and  each  collected  separately^  but  it  is  often  better  t© 
combine  the  entire  activities  of  each  customer  in  one  aecounto 
Accounts  often  are  collected  each  month  for  the  past  montho  This  is 
convenient  for  the  customer  if  not  for  the  seller o  Each  month  a 
statement  is  made  which  shows  all  charges  and  credits  in  the  account 
and  the  balance  dueo  The  customer's  consolidated  account  makes  it 
possible  to  see  if  any  items  are  long  overdueo  These  items  may 
receive  special  attention  from  the  credit  and  collection  departmento 

The  account  is  sinQ)lified  somewhat  if  the  net  method  of 
pricing  is  usedo  ^is  method  records  each  charge  at  the  net  amount 
which  is  expected  to  be  collectedo  The  amount  of  cash  collected 
each  time  represents  the  reduction  to  be  made  in  the  accoimto  Other- 
wise the  balance  of  the  account  cancelled  is  greater  than  the  amotmt 
of  cash  collectedo 

It  is  often  the  practice  to  recard  the  sales  revenue  and  the 
accounts  receivable  at  a  gross  price  lAich  is  higher  than  the  amount 
which  can  be  collectedo  A  discount  is  allowed  for  various  reasons  such 
as  for  encouraging  prompt  payment©  In  this  case  the  collections  must 
be  credited  with  both  the  cash  and  amount  of  discount  or  other 
allowance o  This  may  be  recorded  as  a  single  figure  or  as  two  amounts o 

For  exaurole  a  sale  is  billed  for  $100  with  credit  term  ex-- 
pressed  as  2/lO/n/30o  Ihterpretedp  this  means  that  2%   discoxmt  may  be 
deducted  from  the  invoice  price  of  $100  if  payment  is  made  within  ten 
dayso  After  ten  days  the  entire  |100  must  be  paido  The  maximum 
credit  term  allowed  is  30  daysp  after  which  the  grt^Sfi  amount  becomes 
overdue.  This  means  that  the  reventie  is  only  $98  if  collected  within 
ten  dayso  Since  delivery  of  the  goods  is  assumed^  it  should  Ij'e 
assTomed  also  that  any  further  delay  in  payment  by  the  customer  intro= 
duces  an  element  in  addition  to  delivery  of  the  goodso  It  can  be 
assumed  that  good  customers  acting  in  their  own  interest  will  take 
advantage  of  the  disco\mt  and  look  upon  the  transaction  as  a  cash 
purchase  for  $98<, 

In  the  case  of  a  discount  for  proii5)t  payment  such  as  the 
above s,  the  buyer  can  rai^ly  afford  to  lose  the  discount o  He  receives 
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10  days  credit  in  any  evento  The  gr»ss  amaimt  is  payable  after  the 
10th  day  and  not  later  than  30  daysj,  which  is  a  period  of  20  dayso 
If  the  customer  los^a  his  discount  he  gains  only  20  days  credit  at  a 
cost  of  2$  of  the  entire  billo  Converted  into  a  yearly  rate  such  as 
for  interest,  this  is  360  +  20  =  iBo     If  18  such  periods  are  contained 
in  a  year,  approxlmatelyp  this  is  the  equivalent  of  a  yearly  interest 
rate  of  about  36% o  In  no  other  way  can  a  customer  earn  such  a  high 
rate  en  his  investments  If  he  loses  his  discount  he  is  either  a 
careless  manager,  or  his  ability  to  borrow  is  bade  In  fact-  collection 
of  the  entire  amo\3nt  may  bo  in  doubt o 

Perhaps  the  greatest  objection  to  the  gross  method  of  record^- 
ijig  accounts  receivable  is  that  useless  bookkeeping  entries  are  madeo 
Since  the  gross  amount  is  rarely  collected^  there  results  the  record^ 
ing  of  discounts  which  later  must  be  adjusted  to  avoidi  overstating 
revenue  o  An  accounting  for  discovints  taken  by  customers  is  quite  use- 
less to  management,  but  an  accounting  of  discounts  lost  can  be  very 
useful o 

Vfhat  happens  imder  the  net  method  if  the  customer  loses  his 
discount  and  the  gross  amount  becomes  due?  This  rarely  happens 
because  good  customers  do  not  lose  their  discotmtso  However ^  the  only 
requirement  here  is  to  debit  the  customer  with  an  additional  sum  and 
credit  a  special  accovint  such  as  Sales  Discounts  Lapsedo  This  account 
reports  the  tme  nature  of  the  credit,  which  is  discounts  lost  by  the 
customer.  The  correct  credit  is  not  saleso  The  sale  is  for  the  net 
amount 0 

A  possible  source  of  improvement  in  accovmting  procedure  and 
customer  relations  is  to  bill  customers  for  net  prices  instead  of  gross 
prices o  The  statement  may  carry  a  notation  that  after  a  certain  lapse 
of  time  the  discount  will  be  lost  and  the  gross  amount  payable  <>  Thus 
the  discount  is  interpreted  not  as  a  saving  for  early  payment^  but 
rather  as  an  adjust   of  the  price  and  the  possibility  of  penalty  if 
payment  is  delayed « 

ADVANCES  BY  CUSTOMERS »  Sometimes  customers  pay  in  advance  for  goods  to. 
be  delivered  later «  Or  the  customer  may  over  pay  his  account o  These 
prepayments  by  customers  are  accounted  for  conveniently  in  the  regular 
manner  as  accounts  receivabloo  Thus  some  customers"  accounts  will  have 
credit  balanceso  It  shovild  be  noted  that  the  entries  for  collection 
in  advance  are  the  same  as  these  for  collection  after  delivery  of 
the  goodse  Cash  is  debited  and  the  customer's  account  is  credited  at 
the  time  of  collection  in  both  caseso  It  does  not  matter  whether  the 
sale  is  recorded  first  or  whether  the  collection  is  recorded  firsto 
But  we  shotild  remember  that  customers  accoun'^with  credit  balances  are 
liabilitieso  Each  customer's  account  is  a  separate  asseto  If  a  summary 
list  of  the  customers'  ledger  balances  is  prepared,  it  is  not  correct  to 
summarize  the  customers"  balances o  In  other  words  the  accetmts  with 
credit  balances  should  not  be  subtracted  from  the  customers"  accounts 
with  debit  balances,,  If  a  customer -a  accoTont  has  a  credit  balance, 
the  business  ewes  the  customer  either  a  refund  or  delivery  of  goodso 
The  obligation  to  make  this  refiand  does  not  in  any  way  decrease  the 
right  or  the  ability  to  collect  from  other  customers «  Therefore  the 


-86  - 


the  proof  of  tke  accounts  receivable  ledger  and  comparison  with  its 
control  aceottnft  shotild  report  separately  all  individual  debit  balane.es 
and  all  individtial  credit  balances©  This  provides  information  for 
correct  reporting  on  the  position  statement.  The  debit  balances -*aro. 
assets  and  the  credit  balances  are  liabilities.  The  siibtraction  of 
credits  from  debits  should  be  done  only  within  individual  accounts* 

TOGOLLECTIBLE  ACC0I3NTS  RECEIVABLE.  Often  a  business  finds  it  impossible 
to  collect  an  account  receivable.  How  should  we  account  for  the  loss? 
fhe  accounts  have  recognized  both  the  asset  account  receivable  and  the 
revenue  earned.  One  answer  is  to  allow  the  revenue  to  stand  as  earned 
but  to  report  the  uncollectible  account  receivable  as  an  unrelated 
los^'  This  is  objectionable  from  the  viewpoint  of  matching  revenue 
and  expense.  Ifeder  the  direct  method  of  writing  off  the  account  re- 
ceivable  Loss  is  debited  and  the  customer's  account  ik  credited.  But 
in  this  case  the  loss  usually  is  recognized  too  long  af*er  the  sale 
is  repoirted  ;  revenue  also  has  been  overstated. 

A  more  satisfactory  method  is  the  indirect,  or  allowance, 
method  of  writing  off  the  uncollectible  accounts.  This  method  attempts 
to   estimate  the  losses  of  accounts  receivable  before  particular 
accolints  must  be  vrritten  off  as  worthless.  This  is  done  by  using  an 
average  loss  badfed  on  past  experi*ence. 

ALLOWANCE  METHOD  OF  UNCOLLECTIBLE  "RECEIVABLES*  .•  Iftider  the  allowance 
method  an  account  called  Estimated  Bad  Debts  is  debited  for  an  es- 
timated loss  of  present  accounts  which  will  be  written  off  in  the 
Allowance  for  Bad  Debts.  At  this  time  it  is  not  possible  to  credit 
the  correct  individual  accounts  receivable  for  purposes  of  reporting 
the  assets  in  the  position  statemeniy.   But  the  net  accounts  receiv- 
able after  the  allowance  is  deducted  .'gives  the  approximate  value  of 
accounts  receivable  in  cash  terms. 

The  debit  for  Estimated  Bad  Debts  may  be  interpreted  in  a 
number  of  ways.  It  may  be  treated  as  a  deduction  from  the'  revenue 
from  sales  before  reporting  net  sales.  This  is  the  best  interpretation 
from  the  viewpoint  of  reporting  revenue  and  income  for  the  period.  Or 
it  may  be  treated  as  a  loss  of  the  period  as  if  not  related  to  the 
revenue.  This  is  best  suited  to  the  direct  write  off  method,  however <, 
when  the  loss  is  not  related  to  the  period.  The  method  most  used  in 
business  practice  is  to  report  the  estimated  loss  from  bad  debts  as 
expense.  The  best  reason  for  doing  this  is  to  report  it  as  a  res- 
ponsibility of  the  management  and  the  collection  department.  -^At 
any  rate  the  item  must  be  deducted  somewhere  in  the  income  statement 
before  reporting  net  income. 

For  illustration  of  the  allowance  method  of  writing  off 
bad  debts,  assume  there  are  one  hvindred  accotuits  receivable  for  one 
thousand  dollars  each. 
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These  assets  will  appear  in  the  general  ledger  as  follows 
ACCOUNTS  RECEIVABLE  CONTROL 


Deco  31  Balance        IOO5OOO  ° 

s 
t 
t 

ALLOWANCE  FOR  BAD  DEBTS     '' 

0  ' 

8  . 

r 

» 

Fast  experience  has  indicated  that  about  2%   of  these  accounts,  cannot 
be  collectedo  If  it  were  known  which  accoimts  cannot  be  coUectedp 
they  would  be  written  off  by  the  following  journal  entries  s 

Dec.  31        ■   ,  . 

XfOSS    on  I3SCI   JJ6D  v8    000000000000  00  •  q  Q  000    ^^uuu 

Accovmts  Receivable  Control  •<> 000 00.1000 00 00 000 000  21^000 
To  write  off  two  accountso 

This  is  the  direct  method  of  write  off.  But  this  makes  it  necessary 
to  credit  also  the  accoxmts  of  two  particular  individualao-  We  cannot 
do  this  because  we  do  not  know  which  accounts  they  are©  We  cannot  be 
sufficiently  certain  that  any  particular  accoimt  is  not  collectible o 
And  some  accounts  might  be  collectible  in  parto  Since  we  cannot 
credit  partic\ilar  accounts  receivable  at  this  timop  we  credit  • 
general  subtraction  from  the  total  as  follows s 

DeCo  31 

Estimated  Bad  Debts  ooooooooooooooooooo  2ji000 

n 1 1 owance  x or  i^aci  i^oxs  oooooooooooooooo«oooo9oo  ^ r^ uiju 
To  credit  an  allowance  for  bad  debts » 

On  December  31  the  accounts  receivable  are  reported  in  the  position 
statement  as  follows s 

Accounts  Receivable  0000000000000000000  $  100 <) 000 

Less?  Allowance  for  Bad  Debts  000000000     2o000  |  ^SoOOO 
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During  the  folloulng  y©ar,  or  later,  it  will  be  discovered  that 
celrtain  individual  accounts  cannot  be  collected*  Assume  we  cannot 
collect  $1,000  firom  A  and  we  cannot  collect  $500  from  B,  These  two 
amounts  are  written  off  as  follows*  The  subisidiary  account  credits 
are  omitted  here  for  brevity  of  illtistration* 

July  50 

Allowance  for  Bad  Debts » 1,500 

Accounts  Receivable  Control  ,<,»»,»<,,,,„,,,,,   1,500 
To  write  off  two  accounts  which  cannot  be  collected. 

On  this  date  accounts  receivable  are  reported  on  the  position  state- 
ment ass 

Accounts  Receivable  $  98,500 

Less:  Allowance  for  Bad  Debts 500  $98,000 

It  should  be  noted  that  the  loss  is  recorded  when  the  allowance  is 
provided;  not  when  the  allowance  is  used.  When  an  individual  account 
is  written  off,  there  is  no  loss.  This  write-off  is  only  a  formality 
to  clear  the  accounts.  Provision  for  all  loss  is  troated  as  actual 
loss  when  the  Allowance  for  Bad  Debts  is  credited. 

The  Allowance  for  Bad  Debts  ustially  has  a  credit  balaiice. 
Otherwise  no  provision  has  been  made  for  the  uncollectible  accotaits 
included  in  the  accotmts  receivable  total.  If  the  debits  to  the 
Allowance  for  Bad  Debts  should  be  greater  thaa  the  credits,  there  has 
not  been  a  sufficient  allowance  pro'vided.  Such  a  debit  in  the  allowance 
for  Bad  Debts  represents  a  loss  on  bad  debts  which  should  be  reported 
under  a  more  appropriate  title.  The  account  should  be  adjusted  to 
give  the  proper  credit  balance  as  follows. 

(1) 

Estimated  Bad  Debts  xxx 

Allowance  for  Bad  Debts xxx 

To  provide  an  additional  allowance  for  the  write  off  of 
uncollectible  accounts. 

Sometimes  an  account  receivable  is  collected  after  the 
account  has  been  written  off.  The  fact  that  the  account  has  been 
written  off  does  not  make  it  less  collectible.  It  is  only  that  perhaps 
there  may  be  no  further  attempt  to  collect  after  the  account  has  been 
written  off.  When  collection  is  made  after  the  account  has  been 
vrritten  off,  the  write  off  shoiild  be  considered  as  an  error.  The  error 
should  be  corrected  by  reversing  the  debit  and  credit  entries  which 
were  made  to  write  off  the  account  as  follows.  Suppose  we  collect 
from  B  above  |500  after  his  account  has  been  written  off. 
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August  30 

aCCOXUIw    **0C0XV8Dil>d      OOOOOOOOOOOOOOOOOOOOOOO      PUU 

A3J.OVanC6    tOV   Bad    '^eb'tS    oooaoooooooooooooo>oeooooeo     500 

To  restore  the  accoimt  which  has  been  written  off o 

This  account  should  be  restored  in  order  to  report  with  fairness 
to  the  debtor  that  his  account  in  fact  has  not  been  bado  After  the 
abore  enljries,  the  usual  entries  debiting  cash  and  crediting  ascofunts 
receivable  are  made  for  the  collectiono  No  gain  or  loss  here  if  3^e° 
portedo  As  a  result  there  is  a  larger  balance  of  $500  in  the  aocownt 
Allowance  for  Bad  Debts  which  can  be  used  for  writing  off  other 
accounts.  If  after  xoany  years  the  balance  in  the  Allowance  aooount 
seems  improper^  it  should  be  adjusted  for  additional  losses  or 
reductions  in  lossess 

^       Prom  the  standpoint  of  credit  control  the  Estimated  Bad  Debts 
ii  often  reported  as  an  expense o  It  is  considered  a  responsibility 
of  the  collection  department  and  as  the  loss  of  an  asset  lAiich  the 
credit  department  might  have  prevented o  It  can  be  stated  logically 
however  that  the  item  strictly  is  not  expense o  It  does  not  have  the 
characteristics  of  other  expenseso  £]Dpenses  owe  their  origin  to 
costs  of  assetso  An  acco\mt  receivable  is  npt  the  cost  of  any  asset 
or  other  service »  In  fact  it  may  be  contended  that  the  taadiilTBotible 
accotmt  never  had  been  an  asset  since  collection  was  never  assuredo 
It  has  no  applicable  costo  All  related  giost  is  in  the  cost  of  goods 
sold  which  is  reported  under  such  a  title o 

One  of  the  most  convimBing  ways  to  point  out  that  an  un^ 
collectible  account  receivable  is  not  sm  expense  is  to  inquire  into 
the  method  of  reporting  revenue  on  a  cash  basiso  On  this  basis 
accounts  receivable  are  never  reported  r  ..  .'  as  assetso  let  the 
total  revenue  earned  and  collected  eventually  is  the  saaieo  The  only 
difference  lies  in  the  assignment  of  the  revenue  to  different  years  or 
fiscal  periodso 

One  of  the  sources  of  loss  to  a  business  through  the  mis-- 
conduct  of  employees  is  the  write  off  of  an  account  receivable  when 
in  fact  collection  is  madoo  Unless  there  is  proper  control  over  the 
write-off  of  bad*llQo4unts9  an  account  receivable  may  be  charged  to 
the  Allowance  for  Bad  Debts  instead  of  to  cashj,  and  the  cash  nay  go 
directly  or  indirectly  into  the  employee's  pocketo  Authority  for 
the  write-off  of  bad  accounts  shoiild  be  placed  in  the  hands  of  one 
responsible  persouo  Further  misconduct  would  be  subject  to  detection 
only  by  a  competent  auditor o 

VHZN  TO  RECOGNIZE  THE  ACCOUNT,  It  is  generally  said  that  an  account 
receivable  is  created  when  there  is  a  saleo  If  an  account  receiv- 
able  is  an  asset  which  supports  revenue j,  it  is  importaht  to  know  the 
circumstances  xinder  which  it  is  createdo  We  say  it  is  the  event  of 
sale,  but  this  is  not  very  clears  Also  convenience  in  routine  clericvil 
procedure  is  important »  The  sale  usually  occurs  when  the  buyer  takes 
legal  possesiM^an  of  the  goods $  but  this  is  a  legal  technicality  which 
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does  not  always  express  the  economic  factso  When  is  the  revenue  earned? 
There  is  a  series  of  Important  events  which  are  assiciated  with  earning 
the  revenue  J,  such  as  s 

lo  Producing  the  goodso 

2o  Receiving  the  customer's  ordero 

3«  Identifying  the  goods  for  delivery o 

Uo  Delivery  of  the  goods o 

5o  Collection  of  the  casho 

60  Completdng vail  the  guaranties^  repairs  or  other  services 
promised  to  the  buyero 

Delivery  of  the  goods  or  service  ^usually  is  the  most  satisfactory  time 
for  recognising  the  revenueo  This  gives  rise  to  the  assets  It  is 
convenient  at  the  time  of  delivery  to  prepare  the  shipping  documents 
and  the  customer's  billo  The  customer's  biH  prepared  in  duplicate 
copies  for  different  uses  is  helpfia  in  preventing  and  detecting  later 
mistakes o 

In  some  instances  accounts  receivable  are  recognised  when 
no  real  service  is  giveno  For  instance  sometimies  tickets  are  sold 
which  are  redeemable  in  goods  or  service o  These  transactions  produce 
cashs  but  the  cash  does  not  support  revenue  because  no  service  has  been 
givenj)  and  in  fact  may  never  be  giveno  There  might  have  to  be  a  re-^ 
fvmd  of  casho  The  credit  must  be  reported  as  a  liabilityo  But  the 
special  case  in  point  is  where  the  customer  signs  a  note  or  makes  a 
similar  promise  to  receive  and  pay  for  goods  and  services  Here  there 
is  no  valid  receivable  because  no  service  has  been  given  and  may  never 
be  giveno  Such  an  account  would  be  difficult  if  not  impossible  to 
collecto  Both  the  asset  and  the  revenue  are  contingent  upon  further 
performance  and  cannot  fee  recognized  as  quantitative  accounting  elements* 

When  the  sale  takes  place  is  a  legal  question  rather  than  an 
accounting  questions  In  general  an  account  receivable  should  Saot  be 
recognized  until  its  collection  has  the  sanction  of  lawo  ^eceipt  of 
the  goods  by  the  buyer  usually  is  considered  to  con^jlete  a  sale. 
However  this  is  a  technical  legal  question  with  which  the  accoxmtant 
need  not  show  too  much  concemo  Convenience  in  handling  a  large  volume 
of  business  can  outweigh  strict  legal  rules o  There  is  usually  no  prac"= 
tical  objection  to  considering  the  sale  completed  when  the  goods  are 
shipped  in  response  to  an  order  and  accompanied  by  proper  documentary 
proof.  Whether  the  account  receivable  arises  when  the  goods  are  shipped 
out  or  whether  it  arises  when  the  goods  are  received  by  the  buyer  need 
not  concern  the  accountant  very  mucho  Goods  in  transit  may  be  treated 
either  as  a  sale  or  as  part  of  tinsold  inventorjo  In  nearly  all  cases 
the  only  accounting  difference  lies  in  the  fiscal  period  to  which 
the  sale  is  assignedo  Here  consistency  in  following  the  same  procedure 
1  should  governo  More  important  is  a  routine  procedure  which  avoids 
errors  in  not  recognizing  the  sale  at  all  or  in  counting  the  sale  twice  ^ 
The  accounting  procedure  need  not  follow  strictly  the  legaltransfer  of 
title  to  the  goods  if  the  only  difference  lies  in  a  shift  of  income 
from  one  year  to  another.  The  amoimt  involved  is  usually  small  in 
relation  to  the  total  volume  of  business  for  the  yearg  and  consistency 
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of  treatment  in  all  years  reduces  the  significance  further  by  compen- 
sating errors. 

LONG  TERM  RECEIVABLES,  The  discussion  up  to  this  point  has  been 
confined  to  short  term  accoiints  receivable.  Sometimes  sales  are  made 
on  long  term  credit.  In  these  Instances  the  amotint  of  the  sale  is 
usually  large  and  such  accovmts  are  conveniently  recorded  and  separat- 
ed from  short  term  receivables.  In  the  case  of  long  tens  receivables 
a  vrittan  promise  in  elaborate  documttntary  form  is  usually  glveno 
This  describes  in  some  detail  the  conditions  of  sale^  credit  terms, 
payment  of  principal  amount  and  sometimes  interest  charges. 

One  iii^ortant  question  related  to  long  term  accounts  re- 
ceivable is  their  present  value.  If  there  is  a  long  period  of  waiting 
the  principal  is  not  worth  face  value  at  present  unless  the  debt  pro~ 
vldes  for  payment  of  appropriate  interest.  Any  long  term  receivable 
should  be  discounted  for  the  waiting  period  at  an  appropriate  rate  of 
interest.  Since  no  annual  interest  is  recived  during  the  waiting 
period  the  discount  rate  should  be  compounded.  With  the  lapse  of  time 
the  dlscoimt  accumulated  should  be  added  to  the  value  of  the  accoiint 
receivable.  The  credit  Is  a  special  source  of  Income  In  the  form  of 
interest  earned. 

For  example  assume  a  sale  of  llOOj^OOOo  l^ls  sum  is  to  be 
paid  without  interest  in  equal  ann-ual  instalments  of  llOyOOO  on  a  note 
at  the  end  of  each  year  a  foricl    ten  years.  Obviously  the  present 
worth  of  the  account  Is  not  llOOgOOOj,  and  for  this  reas6n  the  revenue 
from  the  sale  Is  not  $100,000.  Assuming  an  interest  rate  of  %   the 
present  worth  of  the  note  may  be  foirnd.  Consvilt  a,7Eathematical  table 
for  the  present  valiie  of  an  annuity  of  $1  for  ten  years  at  a  discount 
or  Interest  rate  of  %,     ^hls  Is  found  to  be  0o77217.  or  |77s217  for 
a  total  sum  of  |100,000  to  be  collected.  Accordingly  $22j783  Is 
Interest  for  use  of  the  money  during  the  ten  year  period.  This  is 
not  revenue  from  the  sale  of  product.  The  annual  receipt  of  #108000 
should  be  apportioned  between  interest  earned  and  principal.  Part 
of  the  amoxant  collected  each  year  applies  to  principal.  The  principal 
Is  the  current  wotth  of  the  account  receivable.  The  balance  decreases 
each  year.  The  annual  interest  earned  also  decreases.  More  of  the 
110,000  Is  applied  to  principal  each  year.  Assiuaing  the  present 
worth  of  177,217  to  be  correct,  its  accuracy  can  be  verified  by  the 
following  table  which  should  be  constructed  during  the  first  year 
and  kept  for  consultation  at  the  end  of  each  year.  All  calculations 
are  rounded  to  the  nearest  dollar  for  simplicity  of  illustration.  In 
such  «  ctrse  the  rounded  figures  also  are  sufficiently  accurate  for 
practical  use.  The  sale  .ahotild  be  recorded  by  the  following  entries s 

(1) 
Con'trsic^s  R6clT8ibX6  ••oooo*ooooooooo*o*o7t 2X7 

To  record  a  sale  for  $100,000  at  the  present 
ralue  of  the  longterm  contract  discounted  at  %% 

The  schedule  for  the  accumulation  of  discoxmt  is  as  follows  s 


t*? 


«-f?  - 


Apportionment  between  Principal  and  Interest 
at  5%  rate  annvially  of  10  Annuities  Received 


(1) 
End  of  Year 


(2) 
Interest  for 
Year 


(3) 
Received 


(4) 
Apply  to  Prin' 
cipal 


(5) 
Present  Worth 
of  Principal 


0 

1  .. 

^  •  a  0 


4... 

5... 

r  •  a  o 

o« «  > 

•  o  •  • 

10.. 


o  •  o 

«  •  o 

•  «  • 
a  o  o 

•  •  a 
0  o  0 


3,861 
3,554 
3,232 
2,893 
2,538 
2,165 
1,773 
1,361 
930 
476 


%  10,000 
10,000 
10,000 
10,000 
10,000 
10,000 
10,000 
10,000 
10,000 
10,000 


6,139 

6,446 

6,768 

7,107 

7,462 

8,^5- 

8,227 

8,639 

9,070 

9,524 


77,217 
71,078 
64,632 
57,864 
50,757 
43,295 
35,^60 
27,233 
18,594 
9,524 
-  0  - 


Totals 


I  22,783   '  %  100,000     •  %  li;2YI 


Continuing  the  hbove  example  from  the  viewpoint  of  the  seller,  the 
accounts  should  be  adjusted  at  the  end  of  each  year  when  cash  is 
received  as  follows. 

'-  ■■.'■■'-•        ^         .  - ...,«...        ..;..-/ 

'^-    1        .  .  ,     ,  . 

End        Year  1 

Interest  Ixicomt  •*•».....»•••  3,861 

Contracts  Receivable  •••••««^i,  6,139 

Bad  of  Year  2 

Interest  Idcobw  ....••••••••*  3,554 

Contracts  B«e«lTablt  ..••••••  6,446 

End  Year  3 

vSSn     •  •  •  e  .  0  «  »  »  0  o  o  «  o  .  •  •  o  «  o  o  •  .  «  •  .^o  o  «  »  o  4  .     XvJ,UUU 

Interest  Iccopie  ..•.•«•••«•«•  3,232 

Contracts  SecAddrable  •••,••••  6,768 
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Th«s«  tntrles  should  be  continued  according  to  the  table  for  ten  years » 
vhen  the  last  installment  is  collectedo  It  will  be  seen  that  total 
ooUtotions  on  principal  is  ^  I  77,217  and  total  collections  on  in- 
terest is  I  22p763«  ^is  apportionment  wo\jld  of  course  be  different 
if  a  different  rate  of  implicit  discount  or  interest  were  usedo  If 
a  6%  rate  of  discount  is  used  the  present  worth  is  I  739690,  If  iS 
is  used  the  present  worth  is  I  81 ^ 108a 

▲  var&^ticm  of  the  above  exao^le  will  clarify  Ito  principle 
further 9  Assuae  a  sale  for  I  100,000  and  the  amount  is  to  b«  paid  at 
the  end  of  ten  years.  Tn  this  case  the  present  worth  of  $  100^000  is 
I  61,391  using  a  5%  rateo  This  is  obtained  by  reference  to  a  table 
of  present  values  where  present  value  eqtials  l/(l^l)'^o  In  ibis  case 
no  interest  is  received  during  the  ten  years  but  it  should  be  accrued 
on  the  cirrrent  worth  of  the  principal  at  a  uniform  rate  of  5%^ 


End  of  Year 


Xa  o  •  oio  B  •  « 

3.. ....»• 

D49009*** 
0« • a  o  vo  »a 
iaea»oa»e 
u«  «&•••»• 
7* •»••••» 
10,<,o.».». 


Interest  at  5%                       Present  worth 

. 

1  61,391 

♦  3,070 

oooaooo»»ooa 

64»461 

3j,223 

oo-oooooooooa 

67j684 

3,384 

saaae»oeo«»e 

71s 068 

3  5,553 

ooaoeooooooo 

74e621   ,' 

3,731 

sooeesoeoaooo 

78,352 

3,918 

saaaosaooaoo 

829270 

A,1U 

oooooooaeooo 

86^384 

ilp319 

aaoooooooo'oo 

90^703 

A9535 

OOAAaooOOO  »0 

95^238 

4,762 

0oaaaa«oaoe« 

1(D0,000 

Total 


♦38,609 


It  can  be  seen  that  of  the  total  $100,000  collected  138,609 
is  interest  for  use  of  the  money  during  ten  yearso  Entries  for  the 
first  three  years  for  example  should  be  made  as  follows o 

Date  of  Sale 
Contracts  Receivable  •oaooaooaoeaoo  61,391 

saxes  0000000000009000000000000000000000  ox,^7X 

End  of  year  1 
Contracts  Receivable  000.0000000000  3,070 

interest  income  •aa*ooaoo«ooeaoaaooo«o»*   3  s  ^^0 


End  of  year  2 
Contracts  Receivable 
Interest  Income 


3,223 


oooooooooooooo    ^  ^* 

A  0  •.ft-4  ttOOOOO*  OOOOOOOOOOOO 


3,223 


End  of  lear  3 
Contracts  Receivable 
Interest  Income 


•.'.J  'iff 

00  0  •  a  0  0  0  •  o  a  o  a  o  ^S.^ 

OOOOOOOOOOOOOOfiOOOOOOOOO 


3,384 


3,384 
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The  asset  value  of  the  contract  Increases  each  year  by  this  amount  of 
interest  earnedo  The  income  from  interest  is  supported  not  by  cash 
collected  bjit  by  an  equivalent  increase  in  the  current  valjie  of  the 
contract. 

The  tendency  in  accounting  to  record  the  more  obvious  figures 
stated  on  an  invoice  or  other  document  is  strongo  Iq_.  this  case  there 
would  be  great  temptation  to  make  the  error  of  x^carAmg   an  accotmt 
receivable  and  a  sale  for  %  1CX),000  with  no  adjugtiilfttxt  for  interests 
This  overstates  the  present  value  of  both  the  account  receivable  and 
cturent  revenue.  This  is  more  evident  if  the  seller  of  the  goods  tries 
to  borrow  money  and  uses  his  contract  as  security  for  the  loan  or  by 
selling  his  contract  to  a  money  lendero  Only  the  maturity  value  dis~ 
counted  at  a  proper  rate  to  arrive  at  present  worth  will  give  the 
amount  which  he  can  receives  Both  long  term  and  short  term  accounts 
receivable  are  sometimes  used  as  security  for  borrowingo  In  such  cases 
title  to  the  original  contract  usually  remains  with  the  borrower  and 
it  should  be  included  among  his  assets.  It  should  not  be  applied  in 
advance  to  repayment  of  the  loan,  but  the  contract  should  be  report- 
ed in  full  as  an  asset  and  the  sum  borrowed  reported  as  a  liability  in 
full.  However  the  fact  that  the  Bontract  is  being  used  as  security 
for  the  loan  should  be  disclosed  in  the  financial  reports. 

Short  temif  accoimts  receivable  also  are  not  worth  full  face 
value  even  though  fully  collectible,  because  the  discount  factor  is 
also  presento  However  the  difference  between/v/orth  and  maturity  value 
of  short  term  accotints  receivable  is  so  sioall  that  it  can  be  neglected 
for  most  practical  pxarposes.  /  present 

OTHER  ACCOUNTS  RECEI7ABIE,  There  may  be  many  accounts  receivable  of 
a  miscellaneous  nattire.  But  as  stated  earlier  all  accoimts  receivable 
other  than  short  term  accounts  arising  from  the  sale  of  product  should 
be  reported  as  separate  assets.  These  include  such  items  as  officers 
loahs,  advances  to  suppliers  where  a  long  tera  deposit  is  required  and 
other  accounts  for  which  collection  may  be  in  doubt.  Ordinary  accountf 
of  short  term  sometloes  become  overdue  Aad  should  bQ  segregated  in  the 
accounts.  Overdue  accounts  may  be  of  doubtful  vall4]ltyo  It  least  the^ 
require  special  attention  for  collection. 

Often  long  tern  bonds  issued  by  corporations  or  by  govern- 
ments are  owned.  It  Is  usually  not  advisable  to  class  these  bonds 
receivable  as  accounts  receivable.  '^"11^  night  not  be  good  manage^ 
nent  to  hold  these  receivables  tantil  aatTority  datee  Thfy  nay  command 
a  market  like  other  ciirrent  assets  and  may  be  sold  rAiil^  without  lose . 
Such  receivables  are  properly  classed  as  Investments  raider  than  as 
any  type  of  accotmt  receivable.  If  they-  are  currently  saleable  in  a 
well  organized  market  their  value  lefextdrnttttqiity  date  depends  more  on 
the  market  price  than  on  discounted  maturity  value.  If  acquired  as  an 
original  loan  they  may  be  carried  at  "cost",  which  is  the  amount 
originally  invested.  If  purchased  in  the  market  thay  should  be  carried 
initially  also  at  oost»  But  since  the  market  valtie  is  liqjortant,  the 
market  value  should  be  reported  in  the  financial  statement  as  supplement- 
ary informatione  Reporting  Income  or  loss  on  these  ixxvestments  on  the 
basis  of  change  in  market  price  is  not  sanctioned  either  in  law  or  in 
accounting  practice.  Income  or  loss  on  the  lAvestaent  should  wait  for 
cash  or  the  equivalent* 


Chapter  8  NOTES,  INTEREST  AND  DISCOUNT 

PRCUISSORI  NOTES  AND  DRAFTS.  One  distingolshlng  thing  about  a  prom- 
issory note  is  its  written  legal  form.  In  general  a  written  prcanise 
to  pay  is  not  better  than  an  oral  promise,  althoti^  if  \rritten  the 
evidence  and  proof  of  the  promise  may  be  more  easily  established. 
The  required  legal  form  of  the  precise  is  a  question  to  be  verified 
tinder  the  laws  of  each  state  or  country.  Another  important  thing 
about  a  note  is  its  negatiability,  that  is,  the  easy  transfer  of  owner- 
ship. It  is  the  law  of  many  states  that  if  a  written  promiBe  to  pay 
meets  certain  requirements,  the  ownership  may  be  transferred  easily 
to  another  person.  If  oimership  of  a  note  becomes  tremsferable  merely 
by  signing  the  note  with  the  signattire  of  the  pluvious  owner,  its 
greater  convenience  in  trade  can  be  seen.  It  thus  becomes  easier  for 
one  business  to  extend  credit  to  another  without  the  need  to  wait 
until  maturity  for  use  of  the  money.  The  note  may  be  discounted,  that 
is,  conditionally  "sold"  to  a  banker  or  money  lender  who  specisilizes 
in  such  transactions.  A  sale  of  goods  on  credit  can  become  in  effect 
a  cash  sale  to  the  extent  of  the  present  cash  valtie  of  the  note. 
Laws  of  negotiability  give  third  persons  sometimes  a  better  title 
to  th«  rl^t  of  collection  than  to  the  original  holder. 

Sometimes  a  note  is  in  the  form  of  a  written  promise  to  pay 
to  a  specified  party  and  is  signed  by  the  maker,  who  promises  to  pay. 
Sometimes  the  form  is  a  draft.  A  draft  is  an  order  by  one  person  for 
another  to  pay.  Of  course,  the  order  does  not  become  a  Isinding 
promise  to  pay  until  it  is  accepted  by  signature  of  the  person  to  whom 
the  order  is  made.  A  promissory  note  is  written  and  signed  by  the  maker 
who  will  pay.  A  draft  is  written  and  signed  by  the  drawer  who  wants 
to  collect.  This  drawer  of  a  draft  presents  the  draii;  to  the  drawee 
who  dates  and  signs  his  acceptance  of  the  drsift.  Thereupon  the 
aeceptad  draft  becomes  in  effect  a  written  promise  to  pay  much  as  is 
a  promissory  note. 

A  note  or  draft  may  be  payable  on  si^t,  or  on  or  after  a 
certedn  time^  like  30  days,  etc.  A  draft  or  promissory  note  is  used 
most  often  for  short  term  credit  such  as  less  than  one  year.  Promissory 
notes  sometimes  are  made  for  longer  periods  of  time. 

A  note  or  draft  might  or  might  not  specify  the  payment  of 
Interest.  Any  interest  terms  must  be  specified  in  the  note.  If  a 
note  specifies  interest,  the  interest  accrued  dsdly  at  the  stated 
rate,  such  as  5%  per  year,  but  the  interest  is  payable  only  on  certain 
stated  dates.  For  short  term  notes,  the  interest  usually  is  payable 
at  maturity  date  of  the  note  when  the  full  face  amount  also  is  paid* 
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NOTES  AND  ACCOUNTS  RECEIVABLE.  A  note  is  an  accotint  receivable,  but 
in  the  records  usually  it  is  accounted  for  separate  from  accoimts  for 
which  no  note  is  given.  Notes  often  are  for  longer  terms  than  are 
accounts  without  notes,  or  their  source  might  be  something  other  than 
revenue  from  sales.  Sometimes  a  note  is  received  in  place  of  an  over- 
due account  which  makes  the  time  of  collection  doubtful.  For  purposes 
of  reporting  the  assets  on  the  position  statement,  notes  receivable 
and  accounts  receivable  do  not  differ  muchj  but  for  purposes  of  busi- 
ness management  they  might  be  different.  Notes  receivable  can  be  , 
kept  on  file  in  support  of  a  single  account  in  the  ledger  under  that 
title. 

SIMPLE  INTEREST.  Notes  receivable  usually  earn  interest.  The  sim- 
plest case  in  accounting  for  interest  and  notes  is  one  in  which  in- 
terest is  accrued  on  the  face  value  of  the  note  at  a  specified  rate. 
The  interest  might  be  payable  on  speciefied  dates  in  the  case  of  a  long 
term  note.  For  short  term  notes  of  less  than  one  year,  the  interest 
usually  is  payable  when  the  face  of  the  note  is  paid. 

For  example  on  January  2-1 9A  the  business  received  a  note 
from  a  customer  for  $1,000  due  in  one  year  with  interest  at  6^.  The 
interest  is  receivable  twice  each  year  6n  July  1  and  January  2. 
Entries  for  receipt  of  the  note,  collections,  and  receipt  of  interest 
are  as  follows.  The  fiscal  year  ends  Dec.  31. 

Jan.  2  -  19A 

Notes  Receivable 1,000 

Accounts  Receivable  •« o....«  1, 000 

To  record  receipt  of  note 

July  1  -  19  A 
Cash 30 

Interest  Earned « 30 

To  record  collection  of  half  a  year's  interest. 

December  31  -  19  A  .,..,,.;.. 

Interest  Receivable 30 

Interest  Earned 30 

January  2  -  19  B 
Cash  .,.* 1,030 

Notes  Receivable 1,000 

Interest  Receivable 30 

To  record  collection  of  the  note  and  interest. 

liiterest  for  the  year  reported  in  the  income  statement  is  $60,  The 
Interest  Earned  is  closed  to  the  Income  S-uramary  accoxint  on  December  31 
when  the  ledger  is  closed.  The  value  of  the  note  receivable  on  the 
position  statement  Dec.  31  is  $1,030,  $30  of  which  is  accrued  interest 
receivable. 

Interest  receivable  is  recorded  usually  in  a  separate  account 
in  the  ledger  because  of  greater  clarity  in  auditing  both  the  notes 
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and  interest  at  the  end  of  the  year.  However  for  position  statement 
reporting  they  well  msy  be  added  together  if  both  are  classed  as 
current  assets.  -   ^  ■,  ;  . 

In  the  income  statement  Interest  Earned  usually  is  added  to 
income  from  other  sources.  Rarely  Is  it  classed  as  revenue  because 
no  expenses  are  assigned  to  the  interest  earned.  Interest  earned 
usually  is  reported .as  income  as  if  there  were  no  associated  expemce. 

NOTES  AND  INTEREST  PAYABLE.  Most  business  enterprises  have  need  for 
accounting  for  notes  payable.  Both  large  and  small  enterprises  often 
borrow  short  term  from  banks.  Sometimes  they  give  notes  payable  to 
the  seller  of  merchandise  or  supplies.  The  computations  for  interest 
€uid  discotmt  for  notes  receivable  and  notes  payable  are   the  same.  The 
bookkeeping  entries  are  similar.  Interest  is  accrued  as  a  debit 
which  is  recorded  in  an  accoxmt  called  Interest  Charges,  or  sometimes 
interest  expense.  The  liability  for  interest  payable  is  in  an  Interest 
Payable  account.  The  liability,  however,  is  a  supplement  to  notes 
payable  and  for  purposes  of  the  position  statement  it  may  be  added 
to  the  note  payable  if  the  Maturity  dates  of  both  are  about  the  same. 

Interest  charged  is  not  a  true  expense  because  it  does  not 
result  ftom  the  consiamption  of  assets.  It  is  deducted  from  income 
eifter  income  is  computed  from  all  sources  in  order  to  give  net  in- 
come available  for  the  owners. 

Notes  payable  are  a  source  of  assets.  The  interest  paid 
is  for  the  use  of  assets,  but  it  is  compensated  for  use  of  assets. 
It  is  therefore  more  properly  classed  as  a  distribution  of  income » 

The  simplest  eujcounting  entries  required  for  notes  payable 
occur  when  a  note  payable  bears  simple  interest  at  a  given  rate  on 
the  stated  principal.  For  instance  on  January  2  -  19A  a  business 
borrows  $1,000  on  a  note  payable  for  one  year  at  6%  interest.  The 
interest  is  payable  tvrice  each  year  on  July  1  and  January  2o  Entries 
for  the  borrowing,  interest,  and  payment  of  the  note  are  as  follows: 
The  fiscal  year  ends  Dec.  31 

Jan.  2  -  19  A 

Cash 1,000 

Notes  Payable •  1,000 

July  1  -  19  A 

Interest  Charges  ......;•••.• 50 

Cash o.o. ........    50 

December  31  -  19  A 

Interest  Charges 30 

Interest  Payable .•    50 

January  2  -  19  B 

Interest  Payable • 50 

Notes  Payable 1, 000 

Cash 1,050 
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The  interest  charges  or  income  deduction  for  the  year  19A 
is  $60,  ■'•his  account  is  closed  into  the  Income  Stimmary  account  at 
the  end  of  the  year  by  the  following  entries. 

December  31  -  19  A 

Income  Stamnary ,, 60 

Interest  Charges , ,.....,. 60 


INTEREST  AND  DISCOUNT.  Sometimes  notes  and  drafts  are  written  without 
explicit  interest  to  be  accrued  and  paid.  This  does  not  mean,  however, 
that  no  interest  is  involved.  The  maturity  value  of  the  note  may  be 
discounted  for  the  period  of  holding.  In  this  case  the  present  value 
is  a  smaller  svun  than  the  maturity  value.  This  procedxire  is  used 
by  many  banks  when  making  a  loan  of  cash.  For  example  the  bank  makes 
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vz  .j.-or  a  loan  of  $  1,000  for  60  days  without  interest o  But  the 
bank  of  course  will  not  lend  money  without  interest.  Accordingly  the 
note  is  disbouni^d  at  a  certain  rate  and  only  the  net  proceeds  is 
advanced  to  the  borrower*  For  example  the  borrower  will  receive  only 
$  990,  not  $  1,000.  Discount  on  $  1,000  for  60  days  is  $  10,  which 
the  bank  deducts  from  the  stated  f£u;e  amoTint  of  the  noteo  The 
interest  rate  of  course  £s  a  little  more  than  6%  a  year,  because  the 
borrower  receives  the  use  of  only  $  990  for  60  days  instead  of  $  1,000, 
The  use  of  $  990  for  60  days  for  interest  of  $  10,  computed  on  a  year- 
ly basis,  is  about  6.06^ 

For  practical  convenience  when  small  amotmts  are  involved 
the  discoutits  may  be  accumulated   uniformly  per  period.  Thus  the 
discount  would  be  $5  for  the  first  30  days  and  $  5  for  the  next  50 
days*  An  important  fact  to  notice  is  that  unaccumulated  discount  is 
not  an  asset.  It  should  be  reported  as  a  subtraction  from  the  face 
amount  of  the  note  until  it  accumulates.  Then  it  becomes  an  interest 
chbrge  or  expense.  In  general  journal  form  the  above  loan  is  recorded 
on  the  books  of  the  borrower  as  follows.  December  1. 

(l)  Date  of  borrowing 

Cash  in  bank  ....•••o • .o.....  990 

Discount  on  Notes  «*•• 10 

NisteB  Payable. •••o. 1,000 

To  record  money  borrowed  on  note. 

(2) 
Interest  Expense  .••••••••••••. ••...oaao....  5 

Discount  on  Notes  .•••••••••ooo*o»««o«**«ooo*  5 

To  accrue  $   5  interest  for  30  days. 

(5) 

Notes  Payable oo..«« .....o.  1,000 

•inhere 8%  js^pqusq  .••oo^ooooo..... «••••••«.  w 

Discount  on  Notes  .o«ooo»»o.o.o.*. •«.••         5 

Cash o 1,000 

To  record  pajnnent  of  note  after  60  days. 

Assume  that  the  borrower *s  fiscal  year  ends  30  days  from  the 
date  of  borrowing  and  that  he  wishes  to  accrue  interest  for  pxrrposes 
of  his  financial  statements.  On  his  balance  sheet  at  the  end  of 
30  days  he  has  no  assets  resulting  fWm  the  above  transaction  other 
than  cash  and  the  results  of  converting  cash.  The  unpaid  discount 
is  not  an  asset.  It  should  be  used  to  correct  the  overstated 
liability  ast 

Current  Liabilities t 

Notes  Payable— Face  eo*a»o»a««oo.aaa«.e  $  1,000 

Lesst  IftiacciBiulated  Discount  » o ...... .      5  $   995  " 

The  mistake  often  is  made  of  referring  to  discoxmt  like  the 
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aboye  as  prepaid  interest.  It  shotild  be  clear  that  no  interest  is  paid 
on  the  date  of  borrowingo  The  i>  10  discount  accunmlatee  later  at  a 
uniform  rate  for  60  dayso  It  is  paid  at  maturity  of  the  note  as  part 
of  the  principals  f  IjOOOo  /amount       \ 

As  a  matter  of  fact  it  is  not  possible  to  pay  interest  in 
advsmceo  This  is  obvious  when  no  payment  of  any  kind  is  made*  Bat 
in  cases  where  there  is  a  payment^  the  entireZwill  apply  to  a  redxiction 
of  the  debt  owed  on  the  date  of  paymento  This  may  include  s&me  past 
interest.  For  practical  convenience  when  small  amounts  are  involved, 
the  discount  may  be  charged  to  expense  on  the  date  of  b©rrox/ing. 
But  it  should  be  noted  that  the  discount  has  not  accumtilated  merely 
because  it  is  recorded  on  the  borrower's  books o  Entries  for  the  above 
example  Eire  usually  made  as: 

Date  of  borrowing 

Cash  in  Bank a... ....o..... ......  990 

Interest  Charges  (Expense )  .....o 10 

i^OT/6S     pSL  V  clDX  6      ooo«ooooeooooooooooooooe*ooooo      Xj^  \J\J\J 

This  is  done  because  it  is  convenient  to  keep  a  record  of  notes  payable 
at  face  value  in  the  accounts.  Since  the  discount  has  not  accumulated 
in    fact,  it  is  unaccumulated  discoimt.  The  sum  should  be  written 
off  by  charges  to  interest  expense  at  a  uniform  rate  throughout  the 
term  of  the  note.  But  here  again  the  exact  accrual  of  small  amounts 
in  practical  businebs  may  not  be  worth  the  effort.  Nothing  is  ac- 
complished by  correcting  the  small  error  except  shifting  a  small  svm 
of  expense  frcMn  one  fisceil  period  to  another.  More  important  is  control 
of  the  entire  activity  such  that  correct  Sims  of  cash  will  be  exchanged 
at  the  proper  time  and  that  the  interes*^ discount  is  changed  to  sc»iie  /or 
fiscal  period  which  is  not  too  unreasonable.  The  student  should  learn 
to  distinguish  between  correct  euscounting  treatment  in  principle  and 
recording  for  convenience  when  no  error  of  significant  amoxmt  results. 
The  theoritically  correct  entries  for  the  above,  accordingly,  are  the 
following: 

Date  of  borrowing 
Cash  in  Bank  .0.00000.0 ..•....••..•••o.o.o  <iaU 

^O&eS  -tayable  ooooo.oooaoooooooeo*o*ooo*oofto  «7«7v/ 

On  significant  daisflfsthereafter,  as  the  discount  accumulates  at  a 
uniform  ratej,  the  following  entries  should  be  made  for  the  accrual. 
For  the  entire  period  of  accrual,  entries  are  as  follows? 

Date  of  accrual 

Intere St  Expense  aoee.oae»e«oaoeo*«ooo.»*o  10 

^Ove S  X^ayaDj.e  oooo.ooo.oooo.o.e.eooeooo.ooo.  XU 

The  liability  on  the  note  does  not  accumulate  to  $  1,000  until  date 

of  maturityo  *  Bnaccumulated  discount  is  recorded  in  the  account,  and 

the  balance  at  the  end  of  each  period  should  be  deflticted  from  the  face 
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amo-unt  of  the  note  in  the  position  stateiento  The  full  $  10  can  be 
charged  to  interest  expense  on  the  date  of  borrowing  only  as  a  matter 
of  convenience o 

Prom  the  viewpoint  of  the  bank.,  the  above  analysis  and  entries 
are  similar  5,  but  of  course  oppositeo  The  note  is  an  asset  in  the  form 
of  an  effective  loan  of  $  990  on  the  date  of  the  loan<,  The  |  10  discount 
accrues  at  a  uniform  rate  for  60  daysy  whereupon  the  note  becomes  an 
asset  of  $   IpOOOo  The  tmaccumulated  discount  throughout  the  60  day 
period  shotild  be  added  to  the  effective  loan  of  $   990o  The  sovirce  of 
this  asset  addition  is  a  credit  to  Interest  Eamedo 

Notes  receivable  or  payable  and  the  interest  recet^rkble  or 
payable  thereon  are  often  carried  in  separate  accounts  as  though  they 
were  two  distinct  assets  (or  liabilities )o  This  might  be  convenient, 
and  if  so,  is  not  objectionable,  but  fundamentally  the  two  items  should 
be  added  together o  They  are  not  b&sed  on  separate  transactions* 
For  position  statement  purposes  they  may  be  combined  if  the  maturity 
dates  for  both  make  them  both  current  assets  (  or  liabilities  )o 

^o"'  'iNDORSEMENTc  Indorsement  is  important  in  the  case  of  notes,  drafts^ 
and  checks o  Indorsement  consists  of  the  signature  of  the  owner  of  the 
document o  Usually  it  is  written  on  the  back  of  the  document,,  The   /the 
signature  indicates  who  transfers  titlfe  to/document  or  who  receives  the 
money o  This  is  useful  for  identif^ring  all  parties  handling  the  document 
and  also  it  authorizes  transfer  of  ownershipo 

There  are  several  forms  of  indorsemento  A  mere  signatiUTe  is 
called  a  blank  indorsemento  In  this  casej  the  owner  surrenders  his 
ri^ts  without  restriction  to  any  later  holder  of  the  docxmento  This 
general  transfer  may  be  objectionable  sometimeso  If  desired,  the 
transfer  can  be  restricted  by  use  of  the  proper  words  above  the  signature, 
such  ass 

1)0  Pay  to  ^  onlyo 

2)0  Pay  to  T  Bank  for  Desposit, 

3)0  Without  Re source o 
'""''  If  a  note  or  draft  is  written  payable  to  the  order  of  a  given 

person  then  that  person  must  indorse  to  indicate  that  he  has  ordered 
pajmiento  If  it  is  made  payable  to  the  "beeurer",  theti  anyone  who  pos-  • 
s6sses  the  document  is  assumed  to  be  the  rightful  ownere  Bearer  notes 
and  notes  indorsed  in  blank.,  which  bee  cane  "bearer"  notesc,  are  not  often 
used  for  reason  of  seifetyo  If  the  note  should  fall  into  the  wrong  hands, 
it  might  be  difficult  to  prove  rightful  ownership.  But  indorsement  is 
still  used  for  identity  of  the  person  on  the  document o 

INTEREST  CALCULATIONS o  When  notes  bear  interest  it  is  customary  to  state 
the  terms  of  interest  as  a  rate  per  year  even  though  the  note  is  for 
■■   less  than  a  yeafo  Short  temneare  usually  for  a  convenient  f inaction  of 
a  year  such  as  60  daysj,  90  daySj,  or  a  certain  number  of  months o  This 
makes  convenient  the  use  of  a  certain  short  method  of  computatiouo 
Uider  this  method  a  normal  base  of  60  days  and  a  normal  rate  of  6%  a 
year  are  assumedo  These  assimiptions  apply  to  a  very  large  ntimber  of 
actual  caseso  If  the  time  ot  the  j^ate  should  be  differentj,  it  is  usually 
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eas7  to  make  an  adjustment  for  the  different  time  and  rate.   The 
alternative  is  to  campute  the  interest  for  a  year  first  .and  then  adjust. 
Host  often  it  will  be  more  convenient  to  compute  intetest  for  60  days 
at  6$  per  year  first  and  then  adjust  if  necessary. 

The  short  method  is  based  on  a  560  day  business  year.  One 
sixth  of  a  year  is  accordingly  60  days.  Thus  60  days  at  6%  is  one  pa: 
cent  of  the  principal.  The  first  calcxilation  therefore  is  to  point 
off  the  principal  two  decimals  places.  The  result  is  the  interest 

for  60  days  at  the  yearly  rate  of  6%i!    The  actual  rate  is  usually  a 
convenient  multiple  or  fraction  of  &%  and  the  time  is  usually  a 
convenient  multiple  or  fraction  of  60  days.  Thtis  the  ad justments ;^aLso 
usually  are  convenient.  As  a  variation  in  this  application  the  prin- 
cipal may  be  pointed  off  to  three  decimals  for  6  days.  Dividing  by  6, 
the  interest  is  derived  for  one  day.  With  a  little  iJractice  the 
student  will  become  convinced  of  the  usefulness  of  this  short  method* 
If  in  doubt  the  results  may  be  checked  and  compsured  with  computing 
interest  first  on  a  yearly  basis. 

For  example  assume  a  principal  of  I  7,698.43  is  borrowed  for 
90  days  at  the  interest  rate  of  6%  a  year.  The  interest  for  60  days 
is  1^  of  $  7,698.43.  ^or  90  days  this  amount  is  increased  by  half, 
or  $   76.9843  +  |  38.4921  =^115.47^4.  If  the  rate  of  interest  is  only 
5%f   then  the  interest  is  3/6  lessi  Deduct  1/6  of  the  amount,  or  J  1- 
$  115.4764  -  I  19.2461  =  $  96.25^.  If  the  term  of  borrowing  is  for  only 
48  days,  compute  the  interest  for  6  days  at  6%,   which  is  the  principle 
pointed  off  three  places,  or  $  7.69843«  Then  multiply  by  8,  or 
I  7.69843  X  8  =  $61.59,  lAich  is  the  interest  for  48  days  at  6%  on  a 
principal  of  $  7,698.43. 

DISCOUNTING  NOTES  RECEIVABLE.  When  a  business  borrows,  it  may  discount 
its  own  note  payable.  The  note  may  be  written  without  interest,  but 
the  interest  is  deducted  from  the  face  of  the  note  and  only  the  net 
proceeds  are  advanced  to  the  borrower. 

A  business  also  may  discount  a  note  receivable  idiich  has  been 
received  from  one  of  its  customers*  This  appears  to  be  "selling"  the 
note,  but  it  is  not  a  true  sale*  The  ri^ts  to  the  note  rece|^vs[ble 
are  transferred  from  the  owner  of  the  note  to  the  lender,  but  the 
owner  remains  liable  for  payment  to  the  lender  in  case  the  nia|^r 
of  the  note  defaults  payment.  The  transfer  is  made  by  indorsement, 
but  not  without  a  contingent  liability  for  payment. 

If  the  note  receivable  bears  interest,  it  may  be  worth  more 
on  the  date  of  discount  than  the  face  of  the  note.  The  lender  charges 
discount  only  for  the  remaining  term  of  the  note*  The  discount  charged 
by  the  lender  may  be  less  than  the  interest  collectible  on  the  note 
at  ffiaturity.  The  discounting  must  be  looked  xipon  as  a>^  new  transaction 
between  the  business  which  borrows  and  the  lender.  The  maker  of  the 
note  is  hot  invol<^ed,  althoti^  he  must  pay  the  note  and  Interest  to 
the  legal  holder  in  due  course  at  mattirity  of  the  note. 

The  first  essential  to  see  is  that  the  latder  is  primarily 
concerned  with  how  much  he  can  collect  when  the  not«l  falls  due,  just 
as  in  the  case  of  a  new  note  payable  made  in  his  favor.  Whoever  holds 
the  note  on  the  date  of  matuxdty  dfollects  all  the  interest  due  on  that 
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day  regardless  of  when  the  interest  has  accrued.  Accordingly,  the 
maturity  value  of  the  note  is  tae  face  amount  plus  all  interest  which 
can  be  collected  on  that  date.  The  lender  discounts  the  toted  maturity 
value  of  the  note  for  the  period  of  the  loan  which  he  makes* 

For  example,  assume  A  receives  a  6%  interest  bearing  90  day 
note  for  $  3,800  from  a  customer  on  July  31.  As  he  holds  the  note 
he  earns  interest  at  the  rkte  of  6%  a  year.  But  he  needs  cash  and 
Xinds  it  necessary  to  borrow.  He  may  borrow  on  his  own  note  payable 
and  earn  interest  on  the  custcnner's  note,  but  often  he  finda  It 
convenient  to  discoimt  his  customer's  note.  On  August  24  he  discounts 
the  note  with  his  bank.  The  discount  rate  with  the  bank  need  not  be 
the  same  as  the  interest  rate  of  the  note,  but  in  this  case  we  will 
assume  that  the  discount  rate  also  is  6%,     The  bank  is  interested  in 
the  maturity  value  of  the  note,  the  rate  of  diso^ount,  and  the  reraainirg 
time  before  the  note  is  due.   The  ninety  day  note  dated  J>ily  31  is 
due  October  29.  If  dlscoimted  on  August  24,  the  discount  term  between 
August  24  and  October  29,  is  66  days.  The  matiurity  value  of  the  note 
is  $  3,800  face  plus  90  days  interest  at  B%  or  $  57,  a  total  maturity 
value  of  $  3,857«  AccordingjLy  the  bank  discounts  the  sum  of  I  3,857 
for  66  days  at  6%,     Using  the  short  method  the  discount  is  $  38.57  for 
60  days  and  |  3.857  for  6  days,  or  a  total  of  $  42.43  for  66  days. 
Since  the  total  interest  earned  by  the  note  is  $  57  and  this  is  col- 
lected by  the  lender  at  maturity,  the  borrower  should  receive  credit 
for  the  entlfe  I  57  while  being  charged  discount  of  $  42 •43*  Accord- 
ingly the  transaction  from  the  viei^oint  of  the  borrower,  recorded  in 
Journal  form,  is  as  follows: 

August  24 

Cash 3,814»57 

Discount  Charges  42.43 

Notes  BeceivjBfile »...  3,800 

Interest  Earned  .....•.•••...••••.••••••••••    57 

To  record  discounting  of  note. 

Both  the  amount  of  discount  and  interest  eaz*ned  are  recorded,  because 
thlsi  is  fundamentally  correct.  The  $  57  earo&d  is  based  on  agreement 
with^iihe  customer,  where  as  the  I  42.45  discbunt  is  based  on  a  separate 
agreement  with  the  bank.  Income  from  one  source  should  not  be  cancelled 
against  expense  from  another  source  without  reporting  both.  The 
discount  and  the  interest  are  based  on  two  separate  transactions  and 
are  only  incidentally  related.  Also,  it  is  believed  that  the  logic 
of  the  calculations  are  easier  for  the  student  to  understand  if  pre- 
sented from  this  viewpoint.  As  a  practical  matter,  however,  most 
bookkeepers  would  take  a  convenient  short  cut  in  recording  the  trans- 
action as  follows t 

August  24  K 

Cash  o.oooo o 3,814,17 

Notes  Receivable • ...•••... 3,800.00 

Interest  Earned  •••••••••••••• ••••    14.57 


_104« 


The  entire  borrowing  transaction  can  be  recorded  on  two  lines 
of  the  cash  receipts  book  if  the  offsets  are  made  as  in  the  abc^rn 
entrieso  No  harm  is  done  usually  by  the  cancellation  of  small  ^amounts 
of  income  against  expense,  aJ-though  as  a  principle  to  be  followed 
generally  this  is  not  desirable. 

Another  controversial  point  in  recording  a  note  receivable 
discounted  is  whether  to  credit  Notes  Receivable  as  though  the  note 
were  sold  and  permanently  eliminated  from  the  assets,  or  whether  a 
special  account  such  as  Notes  Receivable  Discounted  should  be  credited. 
The  latter  treatment  records  the  facts  of  the  case  more  completely  in 
the  ledger,  but  in  practice  the  procedure  is  rarely  followed.  The 
note  in  fact  is  not  sold,  but  it  is  only  used  as  a  means  of  direct 
borrowing.  The  borrower  has  promised  to  pay  the  note  at  maturity  just 
as  truly  as  if  he  signed  a  note  payable.  The  original  maker  should 
pay  but  the  borrower  also  is  in  debt  to  the  lender  if  the  maker  does 
not  pay.  This  is  a  contingent  liability  which  should  be  reported  in 
the  statement  of  financial  position.  If  properly  reported  in  this 
financial  statement,  the  supporting  entries  in  the  ledger  are  of  small 
itaprortance.  In  business  practice  the  auditor  who  approves  the  position 
statement  assumes  responsibility  for  discovering  such  contingent 
liabilities.  He  should  not  rely  merely  on  the  accounts.  A  notation 
of  the  contingent  liability  is  sufficient.  But  if  a  special  credit  in 
Notes  Receivable  Discounted  is  used,  then  the  total  of  all  Notes 
Receivable  is  recported  including  the  discounted  note^  Notes  Receiva- 
ble Discoxmted  is  stated  as  a  deduction  from  the  total  of  all  Notes 
Receivable  and  only  the  net  Notes  Receivable  is  reported  as  an  asset. 
The  effect  of  the  supplementary  account  only  calls  attention  to  the 
extent  of  the  contingent  liability.  Since  a  contingent  liability  is 
not  a  real  one,  it  should  not  be  included  as  a  credit  among  the 
liabilities.  In  fact  it  is  assiamed  that  such  contingent  liabilities  as 
the  present  are  contingencies  which  probably  will  not  become  real 
liabilities. 

/  dishonored.  A 
DISHONORED  NOTES,  When  a  note  is  not  paid  when  due  for  payment,  it  is 
said  to  beZdishonored  note  is  not  necessarily  a  bad  debt;  it  may  be 
collected  on  a  later  date.  However,  dishonor  may  cause  doubt  about 
collection.  Dishonored  notes  accordingly  should  be  separately 
identified  when  presented  as  assets  in  the  position  statement.  Here 
again  the  practice  usually  varies.  The  practice  of  transferring 
dishonored  notes  to  separate  accounts  in  the  ledger  often  involves  more 
bookkeeping  entries  than  are  desirable.  The  important  fact  is  disclosure 
of  the  facts  on  the  financial  statement  rather  than  making  bookkeeping 
entries. 

A  dishonored  note  may  asstane  the  stattis  of  an  account 
receivable,  although  the  legal  status  may  be  different  from  that  of 
other  current  accounts  whose  collection  has  not  been  tested  and  for 
which  no  written  note  has  been  received.  The  most  important  aspect  of 
the  matter  is  to  follow  correct  legal  steps  to  make  collection.  This 
is  a  matter  of  law  rather  than  of  keeping  accounts.  Aside  from  full 
disclosure  in  the  financial  report,  the  accoxmting  procedure  is  good 
if  it  calls  attention  to  irregularities  in  collection  to  the  proper 
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collecting  agent  of  the  company o 

Interest  accrues  on  a  dishonored  noteo  There  is;no  doubt 
about  the  interest  being  eamedj  but  since  collection  may.  be  in  doubt; 
it  can  be  debated  whether  the  Interest  Earned  should  be  recorded  untii 
collected.  If  it  is  recorded,  it  might  have  to  be  written  off  soon  as 
a  bad  debto/  More  complete  and  useful  records  reqture  that  both  the 
full  earnings  and  the  bad  debt  write  off  be  reportedo  Such  disciispre 
may  be  useful  to  the  management  in  determining  folJure  credit  policy* 
l_  but  here  again  full  disclosure  seems  besto 

NOTE  JODRNALSo  For  most  productive  business  enterprises  the  number  of 
notes  receivable  or  pajrable  is  small  and  does  not  justify  use  of  special 
jotimals  for  recording  notes  receivable  or  notes  payable.  However,  for 
finance  companies,  loan  companies,  or  banksj  the  case  can  be  differfent« 
We  are  not  here  presenting  the  special  situation  of  a  finanoe  company, 
but  will  confine  ourselves  to  manufacturing  and  trading  companies. 

Notes  receivable  are  carried  on  hand  and  should  be  kept 
safely  as  in  a  strong  vault  such  as  is  suitable  for  the  safe  keeping 
of  casho  Convenience  in  collecting  and  reporting  may  be  greater  if  a 
special  register  is  used  as  a  supplementary  record  of  all  notes 
received,  on  hand,  and  their  subsequent  disposal.  This  book  may  serve 
as  a  journal  if  designed  do  that  postings  to  the  ledger  can  be  made, 
Otheri/ise  it  contains  the  detailed  information  about  each  note  after 
the  note  is  recorded  in  another  jouktialj,  such  as  the  sales  bookj, 
purchases  book,  general  journal,  or  cash  book.       /a 

There  usually  is  more  need  I'or/notes  payable  register  than 
there  is  for  a  notes  receivable  register.  The  notes  receivable  are 
usually  kept  on  hand  and  can  be  examined o  The  notes  payable,  however, 
have  been  delivered  to  outside  parties.  Here  the  only  satisfactory 
method  of  providing  supplementary  information  about  notes  payable  is 
to  keep  a  complete  re^ster  of  all  notes  payable. 

Separate  registers  are  needed,  of  cooirse,  for  notes  receivable 
and  notes  payable.  Each  register  should  have  numerous  special  columns 
for  the  information  desired,  such  as  date ' received,  date  of  notesj 
from  whom  received,  due  date,  interest"  rate,  face  amount,  date  paid  or 
discounted,  and  other  remsirks. 


Chapter  9    INVENTORIES 

DEFINITIONS.  Inventories  have  a  technical  meanirig  in  accounting. 
Inventories  refer  to  the  product  of  a  company  and  to  materials  which 
are  associated  closely  with  the  saleable  product  of  the  comporiyo  They 
include  all  materials  which  will  enter  into  the  production  and  sale  of 
a  product  during  the  time  of  a  normal  production  cjnclao  llxa  saleable 
product  is  called  inventory,  but  raw  or  unworked  materials  for  use  in 
further  processing  as  well  as  materials  in  process  of  manufacture  are 
called  inventories.  Inventories  may  include  a  vccriety  of  supplies  <> 

Indirect  supplies  often  are  accounted  for  and  reported  sepa- 
rate from  materials  which  enter  directJ.y  into  the  p-^odnoto  For  the 
position  statement  these  may  be  reported  as  inventorieso  They  are 
just  as  essential  for  continued  production  as  are  direct  matorialsj, 
and  their  classification  as  ctarrent  assets  is  jast  as  satisfactory,, 
If  the  enterprise  continues  to  operate,  these  factors  must  be  bought 
for  cash  if  they  are  not  on  hand.  The  princ3.pal  difference  for  ac- 
counting purposes  in  the  differvsnt  kinds  of  materiel s  is  in  the  method 
of  handling  and  control  rather  than  in  classification  among  the  assets*, 
If  indirect  supplies  are  under  control  of  the  store  keeper  who  accounts 
for  their  use,  there  is  no  reason  that  indii'ect  raat^i-iej.i!  cannot  be 
classified  as  inventory  included  in  storeso  If  sb.o:'t--:;o:iTK  supplies, 
however,  are  xxnder  separate  administrative  control  thoy  nay  be  classed 
separately  as  supplies.  All  materials  and  supplies  are  current  assets 
if  the  quantity  on  hand  is  not  more  than  onou^  for/^iormOi.  cycle  of  /a 
operations.  In  all  cases,  overstocked,  obsolete  or  dawsiged  materials 
should  not  be  included  in  regular  inventories.  These  atiould  be  ac- 
counted for  separately  and  reduced  to  proper  value,  Invtantoides  are 
most  often  valued  at  cost  because  it  is  desi.x'able  to  fir/d.  tJae  cost  of 
the  product.  But  as  in  all  other  cases,  damj^-ged  and  defective  materials 
reduce  the  disposal  value  usually  below  cost. 

Sometimes  certadn  indirect  materials  as  well  as  other  current 
costs  of  factors  used  in  production  have  been  accounted  for  as  deferred 
charges.  This  cannot  well  be  justified.  Nearly  all  cost  factors  of 
production  are  deferred  charges  before  sale  of  the  product.  'Uie 
expression  "deferred  charges"  refers  to  charging  this  cost  to  the 
operating  accounts  and  to  expense  at  a  later  date.  Since  most  assets 
are  of  this  nature,  there  is  nothing  gained  by  pointing  to  a  few  and 
designating  these  deferred  charges  as  if  other  similar  costs  were  not 
deferred  charges.  Certain  short  term  deferred  charges,  such  as  prepaid 
insurance,  cannot  be  included  in  inventories  because  they  r3pregents 
riglits  which  are  not  subject  to  the  usual  inventory  storage  proced^jre. 
These  may  be  current  assets  but  not  inventories.  The  method  of  control 
is  different. 

Some  inventories  shotLl.d  not  be  classed  as  current,  siach  as 
growing  timber,  nxirsery  stock,  aging  liquors,  or  real  estate  held  for 
sale.  Theea   meet  the  test  of  inventories  because  they  are  the  stock 
in  trade  of  the  enterprise,  but  their  possible  lack  of  C':!::'r9nt  saleabili- 
ty  should  be  indicated  by  a  morei  complete  description  of  their  function. 
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They  should  be^  segregated  fnm  other  inventories  because  of  possible 
delay  In  conversion  to  cashii-  » 

SIGNIFICANCE  OF  INVENTORY  PROCEDUEIE.  Inventory  valuation  and  other 
Inventory  procedure  Is  important  because  of  its  effect  on  periodic 
income.  It  is  the  crudest  sort  of  accounting  which  charges  materials 
pizrchased  to  expense  when  the  purchase  is  madee  It  is  not  much  better 
to  charge  the  materials  to  expense  when  they  are  used.  Inventories 
become  expenses  at  the  time  of  sale*  In  sitiiations  where  stores  of 
inventories  on  hand  are  large  it  is  necessary  to  take  inventory  valtjes 
into  account  in  the  determination  of  periodic  income.  The  cost  of 
inventory  sold  is  a  proper  charge  to  revenue  for  purposes  of  determining 
net  income.  In  this  respect  it  shotild  be  emphasized  that  the  Inventoiy 
cost  of  goods  sold  is  cost  in  the  nature  of  an  expense.  It  is  a  cost 
which  is  veiy  closely  associated  with  revenue  from  sales.  This  inven- 
tory cost  of  sales  should  not  be  confused  \d.th  other  deductions  from 
sales,  such  as  returns,  discounts,  or  other  price  adjustments.  Some 
accountants  compute  an  intermediate  "profit"  by  fnibtracting  Cost  of 
Goods  Sold  from  sales  and  entiling  the  difference  gross  profit.  This 
procedure  obscures  the  tact  that  the  inventory  cost  applicable  to  the 
revenue  is  a  cost  much  like  other  expenses.  In  fact  this  cost  comes 
well  within  the  most  acceptable  definition  of  expense,  that  of  the 
cost  of  an  expired  asset  which  makes  a  contribution  to  revenue. 
Sometimes  reporting  a  balance  called  gross  profit  is  clet'ended  on  the 
ground  that  it  is  based  on  a  direct  cost  of  product  sold  and  according- 
ly tends  to  vary  as  the  amount  of  i^venue.  This  is  true  in  some  cases 
such  as  in  purely  trading,  where  the  inventory  cost  of  goods  sold  is 
the  result  of  outside  purchases  of  ready  made  goods.  It  is  only 
partly  true  in  the  case  of  a  manxifact\ired  product.  But  direct  costs 
are  no.  less  applicable  costs  like  other  expenses  for  this  reason. 

The  objection  to  treatmat  of  inventory  cost  of  goods  sold  as 
a  direct  cost  is  easily  seen  in  a  mantifactta*ing  example.  It  has  long 
been  the  practice  to  value  finished  goods  produced  at  their  full  facto- 
ry operating  cost  which  Includes  fixed  or  and  semi-variable  indirect 
cost.  Thus  the  Inventory  cost  of  goods  sold  is  not  a  good  example  of 
variable  expense.  But  even  in  cases  where  only  direct  cost  is  deducted 
from  revenue  it  is  of  questionable  tisefulness  to  subtract  direct  costs 
from  sales  and  report  a  balance  as  though  it  were  a  mere  adjustment  of 
revenue  received  for  the  sale.  This  balance  often  has  little  usefulness 
to  management.  It  is  never  more  than  the  complement  of  inventory  cost 
of  goods  sold  and  revenue.  ' 

PURCHASING.  The  initial  control  of  inventories  begins  with  purchaslngo 
Improper  ordering,  delivery,  etc.  can  be  as  great  a  source  of  loss  as 
theft  of  materials  while  in  storagu*  The  purchasing  and  receiving 
procedure  are  just  as  Important  as  o'i.Pe  storage. 

Purchasing  shotild  begin  w:i.i.h  a  request  for  materials  hy    the 
production  manager  or  other  person  vrtio  uses  the  mate^ rials.  He  should 
be  required  to  make  a  written  material, t  requisitiori  In  mriLtiplf^  copies. 
He  keeps  one  copy  and  sends  one  to  the  storekeeper.  Ccxrw  should  be 
used  to  avoid  ordering  materials  which  already  are  in  stock.  If 
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materials  which  are  in  regulaij  use  are  not  on  hand  or  on  order^  the 
storeskeeper  should  prepare  a  written  purchase  irequisitiono  He  keeps 

one  copy/to  the  department  in  charge  of  purchasing  and  one  to  the  user 
of  the  materials.  There  should  be  one  man  or  department  devoted  to  pur- 
chasing. Centralized  control  of  purchases  assists  by  making  available 
better  information  about  the  market,  avoids  duplicate  ordering  and 
promoted  other  efficiencjo  With  knowledge  of  ST;^plies  on  hand,  the 
production  schedule,  and  the  state  of  the  budget,  the  purchasing 
department  can  place  an  order  for  the  desired  materialse  It  is  the 
duty  of  the  purchasing  department  to  order  in  proper  quantities  and  at 
times  which  asstare  adequate  material  at  economical  prices,  /and  sendt  one 

The  purchase  order  may  be  made  on  a  standard  designated  form 
used  by  the  purchaser.  Sometimes  the  order  form  of  the  seller  is  used, 
but  the  foim  of  the  purchaser  is  more  desirable  because  it  permits  the 
easier  use  of  mtiltiple  copies.  One  copy  shotild  be  kept  by  the  purchas- 
ing department  for  its  own  record.  One  is  sent  to  the  storeskeeper  to 
let  irim  know  what  is  on  order.  A  copy  must  be  sent  to  the  receiving 
department  to  let  the  ueceiving  clerk  know  what  to  expect  and  to  be 
prepared  for  handling  the  goods.  One  copy  must  be  sent  to  the  seller, 
^  '  .  a  copy  should  be  sent  to  the  stores  clerk  and  bhe  shSuTfl  be' 
sent  tor  the  reoaiving  lellirfcrfj,  It  is  desirable  also  aoMetimes  not  to 
include  quantities  on  the  copy  sent  to  the  receiving  clerko  The  clerk 
is  therefore  required  to  count  the  materials  carefully.  When  the 
materials  are  received  the  ifeidBiT^g clerk  makes  a  multiple  copy  report, 
sends  one  copy  to  the  stores  clerk,  one  to  the  pixrchasing  department, 
and  one  to  the  accounting  department »  An  inspector  should  be  present 
when  the  materials  are  received  in  order  that  irregularities  may  be 
detected  earlyo 

PERIODIC  INVENTORY  PROCEDURE.  Accounting  for  inventories  in  their  re- 
lation to  cost  of  goods  sold  sometimes  is  made  obscure  to  a  beginning 
student  by  the  use  of  too  many  euscounts.  For  example,  inventories 
carried  over  from  one  fiscal  period  to  another  often  are  reported  in  an 
account  separate  from  current  ptirchases.  Pui°chases  and  ptirchases 
returns  are  sepeirately  accounted  for,  etc.  The  general  relationship 
of  inventories  to  cost  of  goods  sold  may  be  seen  more  easiljg^only  a  /if 
single  accotmt  with  inventory  and  purchases  is  used.  To  this  account 
will  be  debited  the  cost  of  all  pixrchases,  preferably  at  net  cost. 
Credited  to  this  account  will  be  all  cost  of  materials  (or  merchandise) 
sold  or  otheirwise  used.  The  cost  of  incoming  transportation  cost, 
being  functionally  a  cost  of  the  materials  purchased,  is  debited  to  the 
inventory  sicco^mt  also.  Ptice  adjustments,  as  for  i^»ttams  and  discounts, 
are  credited  in  the  aopount.  Accordingly  the  remaining  balance  should 
be  the  cost  of  inventory  on  hand  at  the  end  of  the  period.  There  are 
essentially  only  three  factors  to  be  made  clears  l)  The  total  cost  of 
inventory  purchased,  2)  And  the  division  of  this  cost  into  the  cost  of 
inventory  consumed,  and  5)  The  remaixiiiig  balance  on  hand.  These  three 
factors  may  be  reported  in  greater  detail  by  using  separate  accounts 
if  desired.  In  preparing  financial  statements  they  can  be  analyzed 
according  to  these  three  elements.  These  elements  may  be  expressed  as 


_109_ 


a  simple  foroiila: 

All  goods  on  hand  =  Cost  of  Good  Sold  +  Xn-rontory  Balance  on  Hand. 
This  may  be  expanded.  If  desired,  to  read  Ijiitiai  InvehtOTj"*-  Purchases- 
Final  Inventory  =  Cost  of  Goods  Soldo  Expanded  to  the  fullest  form 
vhich  is  sometimes  tised  it  might  read:  Initial  Inventory  -*-  Porchases  "* 
Transportation  In  =  Discounts  +  Returns  ♦  Cost  of  Goods  Sold  +  final 
Inventoryo  Since  discounts  and  returns  are  related  to  the  cost  of 
current  purchases,  these  items  are  properly  moved  to  the  left  side  of 
the  eqiiation  and  their  algebraic  sign  changed  from  plu;?' linuso  An  ^to 
this  can  be  summarized  by  use  of  a  single  T  account  for  Inventory  or 
Stores,  in  vhich  additions  are  debits  and  subtractions  are   creditso 

Suppose  for  example  that  a  business  begins  the  fiscal  year 
with  an  (l)  inventory  at  cost  $  10,000o  During  the  year  purchases  are 
made  for  (2)  $■  50,000  on  which  there  are  direct  costs  of  transportation 
and  other  handling  (s)  of  |  5,000,  There  are   (4)  discounts  of  $  500 
and  (5)  retTums  of  $  1,200*  AH  these  costs  are  debits  for  the  cost  of 
the  asset  materials,  while  returns  and  discounts  vre   credits  as  substrac- 
tions.  They  m^  be  grcnxped  in  a  single  Stores  account  as  follows* 

--"■-.         STORES 

(1)  .****«*«****oI0y000*(4)  o.o.oo.o  500 

(2}  ••*•*••«• •••*50,000' (5}  00000000000**1,200 

(3) 3,000» 

f 

• 

The  cost  of  the  entire  lot  is  $  61,300,  which  is  the  balance 
of  the  account.  By  the  periodic  inventory  method  an  inventory  is 
taken  at  the  end  of  the  year  and  found,  let  us  assume,  to  be  $  8,000 
valued  at  cost  with  due  regard  for  transportation,  discounts,  etc* 
Accordingly  the  cost  of  inventory  missing  is  $  53,300o  This  is 
presumed  to  have  been  sold  if  it  is  merchandise  or  used  if  it  is  raw 
materials.  The  periodic  inventory  method  is  objectionable  in  that  it 
gives  no  basis  for  detecting  the  various  causes  of  the  materials  missingo 
Theft  or  other  loss  is  reported  as  an  unidentified  increase  in  cost 
of  goods  sold  or  used* 

The  inventory  cost  of  goods  sold  is  such  an  important  item 
of  expense  that  it  is  worthy  of  a  separate  ac- 

count in  the  ledger*  Accordingly  an  account  with  Cost  of  Goods  Sold 
should  be  opened  and  the  cost  of  depleted  inventory  transferred  from 
the  asset  account  to  this  expense  account  by  the  following  entries* 

Cost  of  Good  Sold  ooooooo  *  e  «  oo  o  aoooo  00*00000  5<J,oOQ 

Stores  *ooo«*«oa9«>oooooaooooo««ooooooaoooaooo«  OOgOUO 


-  no  - 


After  posting;  the  ledger  accotnts  are  as  follovSo 


w 


COST  OF  GOOD  SOLD 


55p300 


STORES 

(1)  ....10,000' (4) 500 

(2)  ...,50,000' (5)  .....  1,200 

(3)  •.,.  3,000'(6)  53,300 

'Balance. .  8.000 

63,000'        63,000 

t  ''^ 

Balance  8,000' 

If  desired,  these  facts  may  be  itemized  on  the  income  statement  as 

follovst 

Beginning  inTentorj  •• ••••• •••••••••«*«$10,000 

Purchases  $  50,000 

Transportation  Cost  ...    3.000  $  53,000 

Discotmts I    500 

Returns 1.200   1,700 51.300 

Total  Inventory  available  .••.••4.. .161,300 

Lesst  ending  inventory  8.000 

Cost  of  Goods  sold •••••• %..,. $53,5)00 


However,  if  it  is  desired  to  report  this  detail  on  the  income  statement, 
then  there  can  be  a  ledger  accotmt  for  each  element  sxich  as: 


751 


INVHNTORY 


10,  000 » 


PmCHASE  DISCOUNT 

(4)    '  500" 


W 


PIJRSHASES 


50,000* 


PURCHASES  RETURNS 

75l    1,200 


TRANSPORTATION  COST 
Tsl     3,000' 
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These  related  aceotmts  should  be  closed  into  the  main  accotmts  such  as 
bj  the  following  jotmal  entries  at  the  end  of  each  fiscal  period* 

(a) 

Purchases  • o« o...e.e««.«.  3^000 

Transportation  pP^.a.*.»Ba««o*««««o**e«*o«  5,000 
To  close  transportation  cost. 

(b) 
Porchases  Disconnts  .••.ea»oee*««**«ooo«.   500 
Purchases  Returns  •••e*»ee«««eee*««»oa«oo  1»200 

Porchases .o.«»..  1,700 

To  close  purchase  discounts  and  returns* 

it) 

Cost  of  Goods  sold  aa«*a*eeoao«*ooo«oo**«a53,500 

JLnVen  UOZ^     ••ooo***eeooo0Ooo*tt*O9eooooo«ooooo     ^,  UvJU 

Purchases  ••  o.*.... *•  ••••«•*••••*. ••***«..oe5l2> 300 
To  close  purchases  and  to  adjust  the  Inventory 

accounts 

in 

Accordingly  the  result  is  the  same  agZthe  first  illustration  where 
only  one  account  was  used* 

The  prepetual  inventory  procedtire  keeps  a  current  record  of 
both  receipts  of  ih'ientory  and  issue  of  inventory  at  cost.  This  is 
done  with  the  tise  of  a  stores  ledger  card  with  each  kind  of  material* 
With  this  procedure,  the  store  of  materials  on  hand  is  known  at  all 
times  for  each  item,  althou^  entries  may  not  be  made  in  the  sunmary 
Stores  account  until  the  end  of  a  month  or  year*  An  inventory 
verified  by  actual  count  should  be  taken.  This  can  be  compared  with 
the  records  Ih  order-  to-  detect  ttoiifffcr, .  boiQ&«»ping  errors,  and  other 
irregularitieso  This  inventory  can  be  taken  at  any  time  during  the 
year. 

It  should  be  noted  in  the  above  example ^  consistent  what 
has  been  said  about  the  cost  of  assets  and  their  uses  generally,  that 
of  the  total  investment  of  $  61,300  in  inventory  cost  factors, 
$  53,300  f«  written  off,  that  is,  «harged  to  expense  and  $  8,000  is 
deferred  for  future  write  off.  It  should  be  evident  that  the  greater 
the  value  placed  on  the  ending  inventory  the  less  is  the  charge  to 
cost  of  goods  sold  or  used*  The  opposite  may  be  said  of  the  beginning 
inventory.  The  greater  the  value  of  the  b«ginsiing  inventory  the 
greater  the  charge  to  cost  of  goods  sold,  with  the  value  of  the  ending 
inventory  given.  And  the  less  the  value  of  the  beginning  inventory 
the  less  is  the  chsurge  to  cost  of  goods  sold,  with  the  value  of  the 
ending  inventory  given. 

STORAGE  AND  USE.  The  receiving  report  may  differ  in  quantity  and 
description  from  either  the  order,  the  sellers  invoice,  or  the  seller's 
packing  slip*  If  these  reports  do  not  agree,  any  difference  should 
be  reported  to  the  seller  immediately.  The  bx:iyer  is  responsible  for 
safekeeping  the  materials  while  they  are  in  his  care,  but  in  case  of 
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error  the  shipaent  mi^t  have  to  be  returned.  SoBettnes  only  a  price 
adjustnent  is  reqtdredo 

Materials  to  be  retained  mnst  be  xmloaded,  unpacked  and 
properly  stored  for  safety  and  later  xise«  The  stores  ledger  clerk 
^ould  make  entries  on  the  stores  ledger  eaiti  for  each  kind  of  material 
received  from  the  corrected  receiving  reporto  Often  the  stores  ledger 
card  kept  by  the  storekeeper  will  not  record  prices  bat  only  physical 
quantities.  In  this  case  the  accounting  department  mnst  have  stores 
ledger  cards  which  record  both  quantities  and  pirices.  Costing  of 
the  product  is  done  by  the  accounting  department  and  not  by  the  stores- 
keepero  Sometimes  bin  cards  are  used  as  well  as  stores  cardso  These 
cards  are  located  on  the  shelves  or  bins  in  the  storeroom  and  should 
show  the  count  of  materials  on  hand  at  all  times. 

The  storeskeeper  or  stores  card  file  clerk  records  quantities 
of  materials  issued  for  use  or  sale  on  the  stores  cards <>  These  entries 
are  authorized  by  stores  requisitions  signed  by  the  man  who  receives 
the  materialsio  A  diQ)licate  copy  must  go  to  the  aceountin/?  department 
for  costing.  Sometimes  a  stores  Jouinal  in  which  all  fillbd  stores 
requisitions  are  recorded  is  kept  by  the  accounting  department.  This 
aids  In  -  ■"  cost  verification  at  the  year's  end. 

Materials  rettimed  to  the  vendor  and  materials  returned  by 
the  user  to  the  stores  also  require  special  written  forms  prepared 
after  approval  by  the  storeskeeper.  These  are  sent  to  the  accounting 
department  where  proper  entries  are  made  on  the  stores  cards  for 
returned  materials  and  other  cost  adjustmentsb 

'I5efective  materials  and  spoiled  materials  may  accumulate 
in  the  factory  where  prodTJction  is  carried  ono  These  shoTild  not  be 
neglected;  as  often  their  salvage  value  is  considerable^  These  items 
may  require  return  to  stores  for  safekeeping  and  perhaps  require  the 
use  of  additional  stores  ledger  cards.  Often  spoiled  or  defective 
materials  or  waste  material  can  be  sold  or  saved  for  other  use. 

VALUATION  OF  INVENTORIES.  Valuation  of  inventories  is  important 
because  this  affects  the  current  report  of  financial  position  as  well 
as  the  periodic  computation  of  income.  There  are  many  bases  for 
valuing  inventories,  each  more  or  less  satisfactory,  depending  on 
special  circumstances.  The  normal  method  is  cost.  Valuation  of 
inventories  at  cost  is  complicated  by  the  fact  that  not  »H  parts  of 
the  inventory  are  purchased  at  the  same  price  <,  Purchase  and  use  often 
are  not  sjtichronized  such  that  the  materials  used  can  be  identified 
with  particular  lots  purchased.  In  many  cases  the  physical  character 
of  the  material  is  such  that  different  lots  are  comingled  .  Different 
lots  may  be  mixed  together $,  like  grain,  coalp  petroleum,  etc.  Tlie 
different  units  are  completely  interchangeable  in  use  or  sale.  The 
aaterials  which  have  been  used  or  sold  sho'old  be  valued  consistently 
with  those  which  remain  on  hand.  With  the  total  purchase  price  given, 
this  total  must  be  divided  between  the  part  used  and  the  part  remaining 
on  hand.  The  larger  the  one  the  less  the  other. 

This  problem  of  allocating  cost  of  materials  between  use  and 
iaentory  is  solved  usually  by  one  of  three  methods.  Regardless  of  the 
aetxwl  flow  of  physical  materials,  one  method  is  to  assume  that  the 


oldost  cost  applies  to  the  first  materials  tised.  After  the  entire 
quantity  on  hand  at  one  price  is  used  then  the  next  oldest  price  is 
used  and  so  on.  This  is  called  first-in;  first-out,  and  often  it  is 
written  FIFO,  This  method  results  in  the  older  costs  being  charged 
to  expense  first  and  the  more  recent  costs  being  charged  to  inventory 
on  hand.  This  method  givos  different  results  than  do  other  methods 
during  periods  of  continual  price  rise  or  price  fall.  The  FIFO  method 
has  the  advantage  of  logic.  It  follows  the  most  probable  flow  of 
physical  materials  becasue  it  is  good  procedure  to  store  new  materials 
in  the  back  and  use  the  older  materials  first.  This  avoids  noticeable 
deterioration  because  of  age. 

A  second  method  is  to  assume  that  the  most  recent  purchase 
costs  apply  to  the  materials  used  and  that  the  remaining  older  costs 
apply  to  inventory  on  hand.  This  method  has  the  advantage  of  charging 
to  expense  recent  costs  which  more  closely  represent  current  market 
conditions^  The  older  costs  which  might  not  well  represent  current 
market  conditions  are  applied  to  inventories  on  hand.  This  is  known 
as  Xast«inf  firaixmty  aiid  ofUa  it  is  viritten  LIFO. 

A  third  cost  method  is  to  use  the  average  cost.  The  proper 
average  must  be  weighted  for  quantities,  as  a  simple  average  of  unit 
prices  would  not  take  into  account  the  importance  of  quantities  involved. 
The  average  method,  like  both  FIFO  and  LIFO,  is  logical.  It  assumes 
comingling  of  physical  units,  but  this  is  not  essential  to  use  of  the 
method.  The  method  is  "accurate"  as  is  each  of  the  other  two  methods. 
The  word  accurate  however  is  not  really  applicable  to  this  situation. 
All  three  cost  methods  are  equally  accurate,  but  they  are  based  on 
different  assumption  and:  give  different  results.  The  average  method 
values  both  the  inventory  and  quantity  used  at  the  same  unit  price. 
Under  the  average  method  a  new  average  must  be  computed  each  time 
a  new  lot  of  materials  is  purchased.  This  however  is  hot  more  difficult 
than  identifying  different  prices  for  both  inventory  on  hand  and 
materials  issued.  An  average  unit  price  may  result  in  a  diffictilt 
Irrational  nxmber,  but  this  is  not  a  serious  objection.  Even  if  total 
price  divided  by  total  quantity  gives  an  inconvenient  unit  price, 
this  can  be  rounded  for  convenience,  and  any  small  error  can  be 
adjusted  in  the  next  calculation* 
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PERIODIC  VS  PERPETUAL  VALUATION.   When  no  perpetual  inventory  record 
is  kept,  the  cost  of  materials  used  is  determliied  by  subtracting 
the  final  inventory  on  hand  at  the  end  of  the  period  from  the  total 
available  during  the  period.  The  inventory  is  counted  at  the  end  of 
the  period  to  determine  the  physical  quantity  on  hand.  This  quantity 
then  is  converted  to  cost.  The  cost  of  the  ending  inventory  is 
subtreusted  from  the  total  cost  of  inventory  available  during  the 
period  in  order  to  determine  the  cost  of  inventory  missing,  '^his 
quantity  not  accounted  for  is  asstmied  to  be  the  cost  of  goods  sold 
or  material  used. 

This  periodic  method  is  objectionable  for  two  reasons. 
First,  it  gives  no  basis  for  making  a  check  against  bookkeeping 
errors,  theft,  etc.  by  comparing  physical  conditions  with  the  re- 
cords.  Second,  it  provides  no  continuous  record  of  quantities  on 
hand  and  available  for  immediate  use.  In  a  large  enterprise  where 
stores  are  somewhat  removed  from  manufacturing  or  selling  activities 
this  can  be  a  great  source  of  loss  or  other  inefficiency. 

The  periodic  and  perpetual  methods  of  inventory  valuation 
do  not  differ  essentially  in  computing,  cost  of  goods  sold,'  or  used, 
and  income  of  the  period.  But  they  differ  in  the  method  of  exer- 
cising control  over  the  inventories,   ^n  either  case  the  cost  of  • 
materials  sold  or  issued  should  be  the  same.  Under  use  of  the 
perpetual  inventory  method  there  must  be  an  inventory  count  also. 
But  if  the  perpetual  inventory  method  is  used,  the  Inventory  need 
not  be  taken  at  the  end  of  the  period  when  so  great  a  concentration 
of  work  might  cause  difficulty.  Under  this  method  the  count  may  be 
made  at  any  convenient  time,  even  though  the  end  of  the  period  might* 
be  preferred.  The  purpose  of  the  count  is  to  make  a  periodic  check 
against  errors,  theft,  or  other  irregularities.  It  is  often  not 
convenient  to  cost  materials  used  at  different  unit  prices  diu-ing 
a  short  accounting  period  like  a  month.  For  a  short  period  like  a 
mohth  the  same  imit  cost  can  be  used  throughout  the  month.  This  may 
be  the  average  unit  cost  at  the  beginning  of  the  month,  A  new 
average  is  computed  at  the  beginning  of  the  next  month,  etc. 

A  special  problem  arises  in  the  case  of  LIFO,  Under  use 
of  the  perpetual  inventory  method,  materials  used  is  always  costed 
at  the  unit  cost  of  the  most  recent  purchase  during  a  period,  ^ut 
the  results  are  not  the  same  as  if  the  most  recent  costs  are  applied 
to  the  use  of  the  month  as  a  whole.  Either  method  is  acceptable, 
but  use  of  the  month  as  a  whole  is  usually  preferred.  If  a  per- 
petual inventory  is  kept,  it  may  not  be  equal  to  the  inventory  balance 
if  the  oldest  costs  are  applied  to  the  inventory  on  hand  at  the  end 
of  the  period.  This  is  illustrated  in  a  later  paragraph  under  LIFO. 
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FIFO  ILLUSTRATED.  Asstane  the  following  purchases  and  issiies  for  sale 
or  use  of  materials  during  August. 


Date 

Quantity 
Received 

Dhit  Price 

Qjjantity 
Isstied 

Total  Purchase 
Price 

Angus 

t  1 

4 

5 

8 

10 

Inventory 
Purchased 

Sold 

Purchased 

Sold 

Purchased 
Purchased 
Sold 

Totals 

..  500  .... 
..  200  .... 

.!  250  .... 

V,     200  .... 

..  100  .... 

..  $2.00 
..  1.80 

..  1.60 

..  1.70 
,.  1.75 

O9«oooooao« 
.....o^..,. 

$1,000 
360 

400 

11 

14 

30 

340 
175 

1,250 

1,050 

$2,275 

During  the  month  a  total  qtiantlty  of  1,250,  including  the  beginning 
inventory,  is  purchased  at  diffei^nt  unit  prices  at  a  total  cost  of 
$2,275.  During  the  month  1,050  units  are  issued  from  stores.  The 
cost  of  total  quantity  issued  and  cost  of  inventory  on  hand  August  31 
are  to  be  determined  by  the  FIFO  method.  The  calculations  may  be 
shovn  in  the  following  tabulated  form. 


STORES 

LEDGER  CARD 

Date    • 
1 

Ptn:chases 

'      Issued 

'     Balance 

I 
1 
1 

Q 

tJhit 
Price 

Total 
Price 

'   Q 

t 

Unit 
Price 

Total 
Price 

'  Q 

Ifeit 
Price 

Total 
Price 

August  1' 
-1. 

500 

$2.00  $1,000 

500 
200 

$2,00 
1.80 

$1,000 

4« 

200 

1.80 

360 

r 

360 

5» 

1 

8' 

250 

1.60 

400 

... 

300 

r 

r 
I 

$2.00 

f  600 

200 
200 
250 

u 

200 

L 

200 

100 

2.00 
1.80 
1.60 

1.60 

1.70 
1,75 

400 
360 
400 

10' 
T 

i 

,i. 

'  200 
'  200 

'  50 

f 

2.00 
1.80 
1.60 

400 

360 

80 

320 

Il- 
ls' 
..-Jl. 

200 
100 

1.70 
1.75 

340 
175 

-. 

r 
r 

340 

175 

30' 
1 

t 

i 

200 
100 

1,60 
1.70 

320 

170 

i 

1 

-    __J 

100 
100 

L 

1.70 
1,75 

170 
175 

Stals   ' 

250 

$2,275; 

1,050 

$1,930  ' 
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The 
This  should 


The  total  quantity  purchased  is  1,250  at  a  cost  of  |2s,275< 

total  quantity  issued  is  l^OSO  at  a  total  cost  of  $1,930, 

leave  an  inventory  on  hand  of  200  units  at  a  total  cost  of  $545.  The 

final  balance  shows  this  as  100  units  which  cost  |lo70  each  and  100 

units  which  cost  |l,75  each,  which  is  $3458 

LIFO  ILLUSTRATED,,  Continuing  the  above  example  for  easy  eomparisonp 
the  results  of  the  LIFO  method  can  be  shown  as  follows, 

STORES  LEDGER  CARD        


Date 


Purchases 


Issued 


Balance 


August  1'  500 
4'  200 

i 
I 

i 

8'  250 


'$2.00  '$1,000' 

■  1.80  •   360 
? 

i 

t 


UP.  'Total 


Q 


UoTo.'  Total' 


Q 


t 


'   UoP, 

I 


'  Total 


"WToo" 

'  lc80 
'  2,00 

'  2aOO 

'  lo60 


$1,000 
360 

1,000 

800 
400 


1.60 


400 


10 « 
t 

i 

11'  200 
15'  100 

30' 


Totals  '1.250 


1.70 
lo75 


340 
175 


'  500 

'  200 
J, 


200 


100 


$lo80»$  360'  500 


I. 


2.00' 


200'  400 
'  250 


250 
200 


100 
200 


1.60» 


400' 
I. 


400   '  2.00  '   400 


2.00' 


400 


'  200 
'  200 
»  100 


1,75' 
lo70« 


175' 
340' 


20G 
200 


'  2o00 
'  2o00 
'  1,75 

»  2,00 
'  1.70 


'$2,275 '1,050 


'$1,875'  200  '  2.00 
I      I      ? 


400 
400 
175 

400 
340 

400 


As  before,  the  quantity  purchased  is  1,250  at  a  total  price  of  $2,275. 
The  quantity  issued  is  1,050,  as  before,  but  the  cost  is  $1,875, 


This  leaves  an  inventory  on  haad  of  $400,  It  is  in  the  form  of  200 
units  at  a  cost  of  $2,00  each.  It  should  be  noted  that  this  is  the 
oldest  cost  of  any  units  on  hand  during  the  period.  It  is  derived 
from  the  beginning  inventory  of  500  units  valued  at  $2e00  each.  The 
old  inventory  cost  is  never  entirely  applied  to  cost  of  materials 
issued  xinless  the  inventory  quantity  is  depleted  to  zero.  This  old 
cost  however  does  not  mean  that  the  oldest  physical  material  is  bn  hand. 

It  has  been  objected  that  the  use  of  LIFO  makes  the  keeping 
of  a  prepdtual  inventory  difficult.  This  is  because  there  are  two 
possible  interpretations  of  LIFO,  The  prepetual  inventory  method 
uses  the  cost  of  the  most  recent  invoice  each  date  materials  are  issued. 
The  other  interpretation  uses  activity  of  a  given  period  as  a  whole. 
The  results  are  not  the  same.  This  can  be  demonstrated  with  use  of  the 
example  above  by  merely  changing  the  dates  of  purchase  and  issue  during 
the  month.  By  the  method  of  taking  the  month  as  a  wholes  we  say  1,250 
units  are   purchased  at  a  total  price  of  $2,275.  If  the  most  recent 


117 


costs  are  applied  to  the  quantities  issuedj,  cost  df  $2.00  per  unit  will 
be  applied  to  the  200  units  in  inventory,,  or  a  total  inventory  of 
$40C.  These  results  are  the  same  in  this  care  only  by  coincidence. 
But  let  us  assume  that  the  1,050  units  are  issued  on  different  dates 
than  those  above  as  follows« 


PERPETUAL 

INVENTORY  CARD  -   LIFO 

METHOE 

) 
Balanc 

Date 

1 

Purchases     ' 

Issue 

e 

>   Q   » 

U.P.  '  Total 

\     ^ 

U.P. 

Total  ' 

Q  ' 

U.Po' 

t 

Total 

Jan. 

1 

500' 

$2.00 '$1,000 

500' 

$2.00' 

$1,000 

4 

200' 

1.80'   360 

200' 

1,80' 

360 

5 

200 

II08O 

360' 

« 

I 

100 

2.00 

200' 

400' 

2.00' 

800 

6 

25.0' 

2.00 

500' 

150' 

2.00' 

300 

7 

250' 

1.60'   4OO 

250' 

1.60' 

400 

9 

250" 

1.60 

400' 

150' 
200' 

2.00' 
1.70' 

300 
340 

10 

'  200» 

1.70'   340 

• 

12 

'  200 

1.70 

340' 

« 

1 

'   50 

2.00 

100 » 

100' 

2.00' 

200 

15 

100 » 

1.75'   175 

100' 

lo75' 

175 

I  .   .  t- 

__JU.._ 1 

Totals 

■ 

1,250' 

'  2,275 
1 

'1,050 

•  1,900' 

200' 

i 
1 

375 

In  this  case  the  cost  of  materials  issued  is  $1,900  and  the  inventory 
only  $375,  because  a  change  in  combination  of  purchase  or  issue  dates 
results  in  some  of  the  earlier,  and  in  this  case  higher,  costs  being 
charged  to  issue,  and  the  later,  lower  costs,  being  assigned  to  the 
inventory.  Or  assume  the  1,050  units  are  issued,  500  on  August  5 
And  550  on  August  30.  Then 


Issued: 

August  5 

500  X  $2.00  =  $1,000 

August  30 

100  X    1.75  =    175 

August  30 

200  X  1.70  =    340 

August  30 

250  X  1.60  =    400 

Inventory 

August  31 

200  X  1.80  = 

$1,  915 


560 


1,250 


$2,275 


One  objection  to  use  of  a  periodic  LIFO  method,  is  that  it 
makes  use  of  a  perpetual  inventory  system  difficult.  However,  the 
perpetual  inventory  cards  may  be  used  for  materials  control  purposes, 
and  an  adjustment  can  be  made  at  the  end  of  each  month  or  year  to  change 
from  the  continuous  procedure  to  the  method  of  using  the  month  as  a 
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whole.  The  difference  between  the  two  procedtires  is  usually  not  great, 
but  the  clerical  work  involved  mi^t  make  use  of  the  method  objectionable • 

AVERAGE  I<IETHOD  ILLUSTRATED.   For  comparison  let  us  continue  first 
example  above  and  use  the  average  method.  The  results  may  be 
tabulated  as  follows. 


STORES  LEDGER  CARD 


Date 

'     Purchases 

Issue 
t 

'     Balance 

'  Q 

'  U.P. •  Total 

1 

'  Q  '  U.P. 
t    I 

Total 

'   Q 

'  U.P.  'Total 

1 

August  1 

'  500 

$2.00 »$1, 000 

t    t 

'  500 

$2,00  '$1,000 

4 

'  200 

'  1.80'   360 

r     1 

'  700 

'  1,943'  1,360 

5 

r     1 

'  300 '1.943 

$  583 

'  400 

1.943'   777 

8 

'  250 

•  1.60'   400 

t     t 

'  650 

1.811'  1,777 

10 

r     1 

'  450 '1.811 

'   815 

•  200 

1.811'   362 

11' 

'  200 

•  1.70'   340 

r     1 

'  400 

1.755'   702 

15 

'  100 

'  1.75'   175 

1     1 

'  500 

1.754'   877 

30 

t     t       1 
1 

'  300'  1.754 
1     1 

526 

'  200 

1.754'   351 

Totals 

'1,250 

'$2,275 
r     1 

'1,050' 
1 

$1, 924 

'  200 

'   551 
1 

Materials  issued  is  $1,924  and  the  inventory  is  $2,275  less  $1,924  or 
$351,  This  is  composed  of  200  tanits  at  an  average  cost  of  $1,754. 
Ifeder  the  average  method  a  new  average  must  be  computed  sifter  each 
ptirchase.  The  procedure  has  the  advantage  of  csirrying  £ill  units  at 
the  same  unit  cost.  The  weighted  average  need  not  be  difficult  to 
determine.  It  may  be  done  easily  by  first  obtaining  the  total  cost 
of  all  units  on  hand  and  then  dividing  by  the  total  quantity.  The 
result  is  a  weighted  average  unit  costs. 

COST  OR  MARKET  WHICHEVER  IS  LOWER.  We  have  assumed  that  inventories 
are  valued  at  cost.  This  may  be  based  on  FIFO,  lIfO,  or  Average. 
There  are  other  bases  of  valuation  which  are  more  useful  under  some 
conditions. 

Cost  or  market,  whichever  is  lower,  is  a  special  method 
desirable  if  applied  properly  in  special  circtinstances.  Market  refers 
to  the  market  used  as  a  source  of  supply j  it  does  not  refer  to  the 
selling  price.  It  has  been  said  often  that  in  accounting  for  values 
the  rule  of  conservatism  should  apply.  This  rule  justifies  a  quick 
write  down  of  an  inventory  if  the  replacement  price  falls,  but  it  does 
not  permit  a  write  up  of  the  inventory  if  the  replacement  price  rises. 
This  rule  is  objectionable  because  it  reports  income  generally  less 
favorable  to  the  present  owners  of  the  business  than  the  facts  justify. 
The  vsLLue  of  the  business  and  its  imported  profits  by  this  method  are 
often  too  low,  and  very  rarely  too  high.  Fairness  to  both  insiders 
and  outside® of  the  enterprise  requires  a  more  consistent 
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method  of  "^aluatioiio  Consistent  v&ltiation  at  rsplaeement  price  is 
generally  objectionable  beeatise  it  introduces  into  the  income  state- 
ment elements  of  profit  ancj  loss  which  are  not  realized  by  an  actual 
transaction  or  a  sale  dtMlng  the  period  of  the  report.  Thus  the  income 
statement  may  reflect  mere  changes  in  external  market  conditions  and 
not  be  confined  to  the  results  of  production  and  saleo 

The  lower  of  cost  or  market  can  be  justified  on  the  basis  of 
selecting  certain  appropriate  unite  of  product  as  the  focus  of  atten~ 
tiono  Assume  a  seasonal  or  temporary  situation  in  which  20  specially 
designed  fashionable  hats  ha^B  been  purchased  for  f^oOO  eacho  It  is 
known  from  the  bediming  that  the  hats  will  have  little  or  no  sale 
value  after  the  short  season  is  endedo  Accordingly  the  profit  is 
computed  on  the  lot  as  a  whole.  Assmane  12  hats  ars  sold  at  $3  eacho 
If  the  remaining  8  hats  cannot  be  soldj,  then  the  investment  of  $40  has 
not  been  fully  recovered  and  never  will  b®  recov^rado  There  is  loss 
on  the  transaction  of  $4e00o  But  if  the  ei^t  r*«mai:aing  hats  can  be 
sold  at  a  small  price  like  |2oOO  each;,  there  is  a  profit  o  If  the 
remaining  8  hats  are  valued  at  $2.6$,  they  result  in  reducing  the  cost 
of  hats  sold  from  $40  to  $24  and  there  is  a  profit  of  $1  each  or  $12 „ 
The  inventoiy  of  8  hats  will  yield  a  profit  or  loss  in  next  period 
depending  on  whether  they  are  sold  above  or  below  the  in-^ntory  price 
of  $2«00  eacho  In  this  example  the  value  of  the  8  hats  left  on  hand  is 
not  replacement  costo  We  take  the  entire  lot  as  one  administrative  unit, 
which  results  in  assigning  $24  of  the  total  cost  of  $40  to  the  first 
period  of  sales  and  deferring  $16  to  later  periods  with  the  expectation 
of  recoveryo 

The  method  of  cost  or  market  whichever  is  lower  has  been 
interpreted  in  a  number  of  ways»  A  special  application  is  the  method 
approved  by  the  American  Institute  of  AccountantSo  This  application 
is  intended  to  overcome  many  of  the  objections  which  have  been  made 
against  the  methods  This  interpretation  will  not  be  explored  fully 
at  this  time. 

One  objection  to  using  the  method  of  cost  or  market  whichever 
is  lower  is  difficulty  of  compitfi.ono  ^e  method  does  not  apply  the 
lower  of  cost  or  market  to  an  entire  inventory,,  The  lower  of  cost  or 
market  applies  to  each  individual  item  or  class  of  items.  Accordingly 
it  is  necessary  to  ascertain  both  cost  and  market  price  for  each  Itemp 
tabulate  all  items,  and  choose  the  lower  price  for  each.  This  result 
If  apt  to  be  only  an  inexact  estimate.  Hence  use  of  the  method  may  be 
a  sign  that  the  inventory  i ^reliably  reported,  [not 

The  rule  in  any  case  refers  only  to  the  market  price  of 
standard  quality  inventory.  It  is  not  used  for  the  purpose  of  allow'- 
ing  for  spoiled,  defective,  deteriorated,  or  obeolet©  goods.  Def«:?otiv8 
or  obsolete  goods  adways  should  be  written  down  to  their  prospective 
sale  value  less  any  further  cost  normally  required  in  selling. 

COMPARISON  OF  METHODS.  Some  general,  conclusloas  may  be  draim  about 
the  choice  of  an  inventory  method.  We  will  co-nfin.e  comparison  to 
FIFO,  LIFO,  and  the  average  cost  methods o 
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Using  the  re  stilts  of  the  tte.©@  cost  methods  j,  LIFO.,  FIFO,  and  average, 
may  be  compared  briefly  as  follows o 

FIFO  LIFO      AVERAGE 

Purchases  .oaooo.o.o<,,«.. 00.0.00,0, $2,275  123,275  $2,27S 

Final  Inventory  ....... ..0.0. 000.00   4G0  S75        553, 

Cost  of  Material  Issued  o,oooo.oooo$lj876  fl^gOO  $1,924 

Since  revenue  from  sales  will  be  the  same  regardless  of  the  method  of 

inventory  cost^  the  effect  of  each  method  on  the  income  of  the  period 

can  be  derived  easily  as  follows.  AastEe  sales  of  $3,000;,  then 

FIFO      LIFO       AVERAGE 

^£U.eS     aaoooo.oe.a.a..a.a«.aao.....     $3,000  $3|,000  $3,000 

Cost  of  Goods  sold  ...oo..o,...oo.  1,875     1,900      1,924 

i3aJ.anCe     oaoooeo«ooe»s»s<»ooas«e»oeo     vljlSO  $J,,  100  #1,078 


The  present  examples  are  not  extreme  caseso  They  involves  a  decline 
in  price  at  first  and  later  a  very  small  ris'?..  The  greatest  difference 
between  the  methods  exists  when  prices  move  eoatintioiisly  in  the  same 
direction.  The  greater  the  change  the  greater  the  difference.  The 
student  will  do  best  if  he  devises  an  example  of  his  own  for 
experimentationx.  Recent  experience  ia  most  comitries  has  been  that 
prices  rise  generally  and  seldom  fallo 

It  can  be  seen  that  the  use  of  FIFO  tends  to  accelerate 
profits  during  a  period  of  price  rises.  It  tends  to  decrease  profits 
during  a  period  of  price  decline.  This  resralts  tram,  the  more  recent 
and  higher  costs  being  reported  in  the  Invenfcoryo  "^e   older  and  low&r 
costs  are  reported  in.  the  income  statement.  ThvB  there  are  higher  ■ 
profits  than  wo'old  be  reported  by  the  UFO  or  the  AtBragS)  method.  The 
opposite  is  true  during  a  period  of  price  fal2,o  This  may  be  sn  objec- 
tion to  use  of  the  method,  beeamse  it  reports  higher  profits  in  times 
when  profits  are  generally  better  anyway e  ]>iaring  periods  of  price 
decline  when  profits  are  small  the  method  reports  e-wen  lower  profits 
than  do  the  other  methods.  The  effect  of  this,  however,  should  not 
be  exaggerated.  In  most  cases  the  inventory  ne-^r  becomes  very  old 
and  hence  the  change  in  cost  is  not  so  great  as  might  be  supposed. 
The  method  has  the  advantage  of  eliminating  vsry  old  and  out  of  date  cost 
from  the  records. 

During  periods  of  price  rise  the  use  of  LIFO  tends  to  report 
smsiller  profits  than  does  either  the  LIFO  or  the  Average  method.  The 
opposite  is  true  during  price  fall*  Thus  the  use  of  the  method  through 
both  rising  and  falling  prices  tends  to  stabilize  reported  profits. 
There  can  be  no  good  objection  to  this  If  the  method  is  used  continuous- 
ly. However,  consistent  use  of  the  LIFO  method  can  have  a  very  erratic 
effect  on  reported  income.  The  stabilizing  influence  is  based  on  the 
assumption  that  the  flow  of  inventory  received  and.   issued  remains 
constant.  Suppose  the  receipts  of  inventory  stops,  or  suppose  the 
ismie  of  inventory  exceeds  the  receipts  in  a  large  amotrnt.  This 
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requires  use  of  the  balance  of  an  inventoxy  carried  at  an  old  cost. 
Since  the  cost  of  the  inventory  normally  never  has  been  entirely 
depleted,  the  cost  of  the  old  inventory  can  be  very  old.  This  can 
cause  a  very  erratic  effect  on  reported  income  which  does  not  reflect 
current  market  conditions «  This  fact  has  led  to  an  alteration  of  the 
method  such  as  to  avoid  this  conditiouo  Roughly  the  alteration  is 
designed  to  avoid  charging  such  old  and  low  costs  to  current  income. 
But  this  avoids  the  logical  implications  of  the  method.  This  irregu- 
larity in  consistency,,  together  with  the  difficulty  caused  in  keeping 
a  perpetual  inventory  record,  offsets  much  of  the  advantage  of  the 
method.  The  method  has  been  adopted  by  many  companies  in  order  t& 
avoid  payment  of  taxes  on  hi^  Income  periods  of  ris5jig  prices.  If 
prices  fell)  one  would  expect  to  see  the  method  lose  some  of  its 
popularity. 

The  average  method  is  a  good  comprtwise  method.  It  has  no 
serious  disadvantages.  The  fact  that  a  new  average  price  must  be 
conputed  each  time  a  new  lot  of  materials  is  purchased  is  not  a  serious 
disadvantage.  This  can  be  overcome  largely  by  -using  an  average 
computed  at  the  beginning  of  a  month  for  use  throughout  the  month. 
Rounded  figures  for  unit  cost  of  materials  is  s-afficient  for  practical 
use*  The  average  method  has  the  advantage  of  using  consistently  the 
same  price  for  both  inventory  units  and  revenue  charges. 

All  of  these  methods  of  inventory  valuation  should  be 
considered  in  the  light  of  the  fact  that  in  an  active;,  successful 
business  the  physical  inventories  never  become  very  old.  The  problem 
of  old  costs  in  the  inventories  which  no  longer  reflect  current  market 
conditions  is  not  so  serious  as  it  is  in  the  case  of  plant  and 
equipment. 

INVENTORIES  AT  MARKET  VALUE.  In  special  circumstances  inventories  may 
be  valued  at  market  selling  price.  This  method  is  unusual  in  that  it 
recognizes  profit  or  loss  without  sale.  Valuation  at  market  can  be 
jtistified  under  a  favorable  combination  of  the  following  conditions « 
The  inventory  nmst  have  a  ready  active  market  at  known  prices. 
Such  a  market  often  exists  for  staple  prodxicts  such  as  rice^  wheat, 
cotton,  and  certain  metals  like  gold,  silver,  etc*  Here  selling  is 
largely  a  formality  and  requires  little  additional  expense,  scQ.es  ef^ 
fort,  or  waiting.  The  price  is  certain.  On  the  other  hand  the  oost  .>f 
production  often  is  not  clear  even  if  known  at  all.  Thus  by  valuing 
the  inventory  at  net  selling  price  the  asset  is  treated  as  a  near  ae^ 
count  receivable,  with  the  equivalent  credit  offsetting  any  costs  of 
production  and  adding  a  possible  profit* 

RETAIL  PRICE  METHOD.  Often  for  convenience  inventories  are  priced 
initially  at  selling  price*  Later  the  prices  are  adjusted  for  avertige 
marks  ups  in  order  to  arrive  at  an  approximate  cost*  This  is  convenient 
in  retail  merchandising*  The  above  methods  of  inventory  handling  are 
generally  applicable  to  a  ceaT.ral  storehouse*  ThLs/jtay  apply    /latter 
to  the  handling  of  merchandise  on  the  shelves  of  a  natcdl  store. 

THE  BASE  STOCK  METHOD o  This  method  is  based  on  the  priku^iple  that  a 
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certain  miniatim  inventor7  nust  be  held  on  hand  at  all  tines  if  stsiccess" 
ful  operation  is  to  be  continued.  Accordingly  this  ndniartm  required 
base  stock  is  tifeated  as  a  fixed  assets  The  original  base  InYentoTy 
thus  is  treated  as  remaining  on  haod  permanently  at  the  original  cost. 
This  pemits  the  nore  recent  purchases  to  be  charged  to  operations  and 
thus  it  gives  results  siiailar  to  those  of  LIFO,, 

The  weakness  of  this  method  lies  in  the  assmption  that  a 
minimtm  inventory  may  be  treated  as  a  fixed  asset.  There  Is  usually 
no  such  clearly  required  minimum  as  is  supposed^  In  fact  all  inventory 
can  be  used  at  any  time  and  perhaps  should  be  used  s(»Betimes  in  the 
Interest  of  the  best  management,  A  second  objectiom  to  the  method  is 
that  of  singling  out  the  inventory  of  materials  aa  piseuliar  in  this 
respect.  Most  other  current  assets  also  are  no  less  required  to  be 
maintained  at  a  certain  minimom  balance  just  as  mtach  as  is  the  Invento- 
ry.  Minimum  balances  of  cash  mtist  be  on  hand  at  all  times  to  assure 
successful  continued  operations.  But  it  is  true  nevertheless  that  all 
cashj  in  whatever  amount^  is  a  current  asset  and  can  be  used  for  pur- 
chases or  paying  debts  re'gardless  of  any  "req^iired"  minimum. 

The  base  stock  method  has  been  largely  discarded  fSrom  use 
because  of  its  Illogical  implications »  Howevsr  the  use  of  LIFO  gives 
results  which  tend  to  be  similar', 

IHVENTORY  TAKINCt.  Whether  the  perpetual  Inventory  method  or  the 
periodic  method  is  used,  it  is  desirable  to  take  inventories  by  actual 
count.  Book  records  may  be  in  error  for  a  number  of  reasons.  There 
may  be  loss  or  theft  unaccounted  for.  By  periodically  counting  the 
inventory,  the  book  record  can  be  verified,  Tfader  the  periodic 
inventory  method,  the  inventory  must  be  -counted  physically  and  stated 
in  value  terms  at  the  end  of  a  period  before  an  income  report  is 
possibleo  This  is  done  usually  at  the  end  of  each  yearo 

Ifeder  the  perpetual  inventory  method,  there  is  a  continuous 
record  of  physical  quantities  on  hand  as  well  as  value  at  coat. 
This  record  is  periodically  verified  by  physical  count.  The  count  need 
not  be  at  the  end  of  a  year.  In  fact  some  part  of  the  inventory  may  be 
under  count  at  all  times  during  the  year.  It  is  usually  not  convenient 
to  make  a  complete  inventory  coimt  as  of  a  single  date,  I&ider  the 
perpetttal  method  each  class  of  the  inventory  can  be  counted  at  least 
once  during  each  year  as  a  check  against  book  errors.  Subject  t*^ 
this  verification  occasionally,  the  book  Inventory  may  be  relied  upon 
as  correct  on  any  date  such  as  the  end  of  a  fiscal  period^ 

S<Miietimes  a  contrast  is  made  between  the  periodic  and  the 
perpettial  inventory  method  of  computing  cost  of  goods  used  or  sold. 
Such  a  contrast  is  not  valid.  In  fact  there  Is  no  essential  difference 
at  all  for  income  determination  in  the  two  procedures <>  Iftider  the 
perpetual  method  entries  debiting  cost  of  goods  sold  and  crediting 
inventory  are  made  after  each  ssile*  This  may  be  confined  to  subsidiary 
records.  In  both  cases  at  the  end  of  a  periodj,  summsoy  entries  most 
be  taken  into  account  for  total  (debit)  cost  of  goods  sold  (or  used) 
and  (credit)  inventory  for  the  amount  consumed  during  the  period. 
The  periodic  method  diffei's  only  in  that  the  subsidiary  records  of 
inventories  are  kept  up  to  date.  The  inventory  account  is  a  summary, 
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or  control  account,  vhich  is  adjiisted  from  time  to  tiae  Just  as  would 
be  done  under  the  periodic  inventory  aethod. 

The  best  time  to  take  an  inventory  is  \dien  the  stock  on 
hand  is  lova  This  reduces  the  work  to  be  done  and  thus  reduces  the 
chance  of  aaking  large  errors  in  countinge  Also  the  in-ventory  is 
usually  low  during  a  slack  season  when  more  clerical  help  may  be 
ayailable  for  taking  the  inventory* 

The  procedure  for  taking  an  inventory  should  be  careful 
and  systematic.  Items  in  the  inventory  are  as  valuable  as  cash  on 
hand  and  nobody  would  tolerate  a  careless  count  of  cash»  But  it  is 
more  difficult  to  count  and  report  an  inventory  correctly  than  it  is 
to  count  casho  Numbered  inventory  cards  should  be  prepared  in  advancoo 
Each  card  has  a  detachable  stub  with  matching  numbers  and  pleuses  f6r 
entry  of  quantities  and  description  of  the  inventory  items.  Men 
usually  work  in  groups.  One  man  counts  and  calls  the  amount^  while 
another  fills  in  the  tag  and  the  stub.  A  third  man  attaches  the  ta^ 
to  the  goods  and  detaches  the  stub.  Cbly  in  this  manner  can  there  be 
sufficient  assurance  that  all  inventory  items  have  been  counted  while 
at  the  same  time  no  items  have  been  counted  twice.  The  detached  stubs 
containing  quantities  and  description  are  then  taken  to  the  accounting 
office  where  all  items  are  recorded  on  inventory  sheets  aEd>  prepared 
for  pricdLng. 

Goods  in  transit  or  on  order  sometimes  make  a  problem. 
Goods  in  transit  may  be  included  or  exclxided^  as  convenient,  in  the 
interest  of  an  accxirate  cut  off  point.  It  is  necessary  t^at  the  cut 
off  be  made  in  the  same  way  each  year.  Every  item  should  be  included 
in  cost  of  goods  sold  or  inventory  bjit  never  in  both  for  the  same 
year.  Whether  the  item  is  included  or  eaccluded  in  a  given  year  is 
less  important  than  an  orderly  method  which  avoids  duplication  and 
omission  altogether.  If  a  purchase  near  the  end  of  the  year  has  been 
recorded  as  a  purchase  it  should  be  included  in  the  inventory  count. 
If  it  has  not  been  recorded  as  a  purchase,  it  should  not  be  included 
in  inventory. 

Goods  on  order  but  not  received  usually  are  not  taken  into 
account  at  all.  However  if  the  amount  is  unusually  large  this  fact 
should  be  disclosed  in  the  financial  reports.  A  change  in  market 
conditions  may  make  goods  on  order  of  great  significance  in  the 
financial  condition  and  future  operations  of  the  enterprise. 


Chapter  11  SUPPLIES  AND  OTHER  CURRENT  SERVICES 


PREPAID  AND  PREFERRED  ITELC,  It  is  often  the  practice  to  record 
some  assets  as  prepaid  expenses «  But  in  double  entry  accounting  it 
is  not  expected  that  it  be  indicated  whether  particular  assets  are 
paid  for,.  This  procedure  no  doubt  has  been  suggested  by  the  practice 
of  reporting  expenses  on  a  cash  basiSo  All  purchases  of  assets  or 
services  must  be  paid  for  at  some  timeo  If  payment  is  not  made,  a 
liability  must  be  recorded  and  reportedo  An  asset  or  service  purtshased 
is  an  asset  of  the  purchaser  whefcher  paid  for  or  not.  The  first 
essential  is  to  record  the  casto  A  cost  shotild  be  recorded  when  it 
is  incurred o  This  can  result  from  a  cash  payment  or  the  creation  of 
a  liability.  The  cost  should  be  recorded  in  an  account  with  a  siif- 
ficiently  descriptive  title,  ■'-'ater  the  proper  portion  of  the  cost  is 
transferred  to  an  expense  or  other  operating  account  of  proper  title. 
The  unused  portion  is  deferred  as  an  asset. 

Sometimes  items  of  current  supplies  or  services  are  reported 
iinder  the  title  deferred  charges.  The  title  is  short  for  deferred 
charges  to  expense.  But  most  of  the  assets  of  a  productive  enter= 
prise  are  deferred  charges  to  expense.   It  is  objectionable  to  report 
some  of  the  assets  as  deferred  charges  as  if  the  others 

were  not.   It  is  better  to  apply  the  general  cost  principle.  This 
records  all  factors  at  cost,  then  later  transfers  the  costs  of  these 
assets  to  other  accounts  depending  on  the  use  made  of  the  asset.  This 
usually  means  dividing  the  original  cost  into  the  used  portion  and  the 
tmused  portion.  This  may  be  done  by  transferring  either  of  these  por- 
tions from  the  original  cost  accotint  to  another  account  which  indicates 
its  character. 

For  instance,  supplies  are  pxirchased  for  cash  $500,  The  pur- 
chase is  recorded  ass 

O  U^jj^  X6  O       ooo«o«oooooooooo«o«oaooooooo>/  wv/ 

wSSXl      oooooooooooooooooooooooooaeoo*ooooao      PVyV/ 

At  the  end  of  a  fiscal  period  if  it  is  found  that  $300  of  the  supplies 
have  been  used,  then, 

(2) 

l^W.ppXX6S        ^SSCl        OOOOOOOOOOOOOOAOOOOOOOO        J?vVJ 

^U.PPJ-X©S         0000090000000000000000000000000        ^\J\J 

Or  the  same  could  be  accomplished  by  transferreing  the  unused  portion 
as, 

(2) 
Supplie s  on  Hand  ooo....,,,,.,,,,,,,..  200 

/  OUPPXl©S         O00«00O09009OOO000OOOOO00*OO0O«OO         <i\J\J 
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In  either  case  the  balance  of  $200  is  deferred  as  the  cost  of  an 
asset,  -^he  balance  of  $300  is  treated  as  an  expense  or  other  operating 
charge. 

If  an  insurance  policy  for  three  years  is  pixrchased  on  July 
1  for  $900,  then  the  cost  is  recorded  as  s 


July  1  A 

Unexpired  Insurance 900 

Cash I. 900 

At  the  end  of  the  year  six  months  of  the  insurance  has  expired,  ^he 
transfer  entries  required  for  the  year  are, 

Dec.  31  -  A 

Expired  Insurance 150 

Unexpired  Insurance  ...e  150 

The  balance  of  $750  is  deferred  as  an  asset, 

Cxirrent  supplies,  insvirance  cost,  and  similar  services  piir- 
chased  for  futxare  use  are  current  assets  for  the  most  part.  They  are 
not  acquired  in  sufficient  q-uantities  to  require  deferment  for  more 
than  one  or  two  fiscal  periods  in  the  future.   If  not  on  hand,  then 
they  must  be  purchased  for  cash  or  short-term  credit,  Ifeny  of  these 
items  are  near  cash  for  an  operating  enterprise. 

Sometimes  it  is  said  that  these  items  should  be  reported 
separately  as  deferred  charges  to  expense  because  they  are  not  assets 
which  can  be  sold.  This  view  assumes  a  company  which  is  about  to  go 
out  of  business  and  pay  its  debts.  In  a  business  which  will  continue 
to  operate,  these  items  are  sold  in  an  important  if  indirect  sense. 
The  container  or  wrapper  of  a  package  of  goods  is  sold  just  as  trtily 
as  is  the  content  of  the  package.   or  purposes  of  yielding  revenue 
the  goods  in  the  package  and  all  the  cost  factors  necessary  to  prod- 
uce and 
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to  Complete  the  sale  are  not  separable o  The  fast  that  the  accessories 
cannot  be  tised  to  pay  off  debt  applies  to  inventories  of  saleable  goods 
in  generalo  Raw  materials  on  hand,,  finished  goodsg  and  even  accomits 
receivable  nust  be  converted  before  they  can  be  used  to  pay  current 
debt 3  yet  they  long  have  been  reported  as  carrent  assets o 

GENERAL  CURRENT  ASSETS o  Current  assets  have  degrees  of  availability 
for  paying  debt  or  other  us9o  Cash  is  the  only  asset  which  may  be 
considered  perfect]!^  currento  AH  others  raqaire  some  period  of 
waiting  for  availability  ixi   cash  formo  How  remote  mast  this  avaxl= 
ability  be  before  the  item  shotild  be  excluded  from  the  cxirrent  group? 
Recognized  accGunting  practise  coord.lnates  this  with  the  production 
cycle  of  the  businesso  How  long  does  it  take  for  an  investment  of 
cash  in  direct  materials  to  be  converted  to  a  finished  productr,  sold 
and  cash  collected  for  the  sale?  Factors  which  are  converted  withia 
fchis  short  term  cycle  are  classed  as  currento  Usually  this  is  less 
than  one  yearo  3ii  some  industries  it  is  more  than  a  year «  American 
accounting  practice  now  generally  recognizes  this  concept  of  current 

One  essential  relationship  is  the  matching  of  current  assets 
with  the  current  liabilities  which  they  will  payo  If  liabilities  are 
due  within  60  daysj,  then  current  assets  shoxild  be  convertible  within 
60  days*  Often  in  accounting  practice  liabilities  are  considered 
current  if  they  mature  any  time  with.in  one  yearo  This  is  of  ©curse 
arbitraryp  but  it  is  to  some  extent  based  oa  the  desirable  practice  of 
preparing  relatively  complete  financial  reports  at  iJae  end  of  each  yearo 

VALUATION  OF  SHORT  TERM  SUPPLIES  AND  SERVICES o  The  bases  of  valuing 
short  term  supplies  and  service  in  the  financial  statements  is  n©t 
fundamentally  different  from  that  of  valuing  other  assets  and  expenses •> 
Initial  valuation  is  cost  measui-ed  by  cash  outlay  at  the  time  of  pur- 
ehasei^  and  ©r  adjusted  to  the  date  of  purchase  if  payment  is  made  osa 
a  different  ddteo  The  iB5)ortant  problem  after  purchase  is  the  periodic 
apportionment  of  any  balana©  of  initial  eost  between  assets.,  other 
operating  accounts^  or  losseso 

In  some  instances  apportionment  is  not  difficult,,  The  cost 
of  an  insurance  priaaium  may  be  appit<i?tioned  betweea  deferment  and 
cvirrent  operations  strictly  on  the  basis  of  timeo  Insurance  cost 
expires  in  proportion  , to  the  time  the  property  is  covered  by  the 
insurance o   ent  contracts  illustrate  T_,he  same  methodo  Rent  is  paid 
or  accrued  for  definite  periods  of  time  and  each  period  should  bear 
its  proportionate  part  of  expired  rent  sosto 

Physical  supplies  which  are  subject  to  inventory  taking 
offer  a  somewhat  different  problem,,  These  factors  are  consumed  piece 
by  piece o  Valuation  is  largely  a  physical  inventory  problem  of 
cotinting  the  units  on  hand  and  aecounting  for  those  consumed  with  the 
cost  giveno  Those  remaining  on  hand  are  subject  to  the  usual  Inventory 
valuation  procedures^  which  is  ordinarily  costo  A  distinction  between 
supplies  and  equipment  is  importanto  Supplies  are  items  which  are  con^ 
sumed  piece  by  piece  and  are  subject  to  periodic  inventory  takingo 
Equipment  is  not  consvimed  piece  by  piece  but  is  used  as  a  whole  o  The 


127 


entire  imit  ustially  is  of  long  tera  usefulness  and  is  discarded  as 
a  whole  after  long  usee  The  fundamental  difference  between  supplies 
and  equipaent  is  the  manner  in  which  the  cost  of  usage  is  assigned  to 
operations.  Ih   the  case  of  equipujentj,  the  inventory  method  cannot 
be  usedo  3jisteadg  a  predeteniined  tiae  schedule  is  established  and 
followed  auch  as  in  the  case  of  insurance  and  rent  in  the  above  exaaples. 
However  the  expired  usefulness  of  equipaent  cost  is  not  to  be  confused 
wjth  the  expired  usefulness  of  insurance  or  rent  which  is  based  on  an 
enfcceable  contracto  These  latter  are  based  on  tera  contracts  and 
the  exact  aaount  of  exhaustion  is  known.  The  exhaustion  date  of 
equipaent  cannot  be  known  in  advance  with  the  desired  certainty o  There 
are  of  course  bases  other  than  the  time  basis  for  the  assignment  of 
exhaustion  of  equipaent  and  other  durable  assets^  but  in  any  case  the 
inventory  method  cannot  be  used  as  it  is  in  the  case  of  supplieso 

The  valuation  and  reporting  of  current  supplies  and  other 
services  represents  ascertainable  physical  or  other  units  which  can 
be  reporte^value  teras  such  as  cost©  Equipment  cost  is  reported  /ir. 
in  its  entirely  according  to  the  original  purchase »  A  deduction  (La 
made  for  the  estimated  exhaustion  to  date*  Better  reporting  requires 
that  the  original  investment  be  carried  in  tiie  accounts  without  change 
throughout  the  service  life  of  the  equipment o  The  estimated  accrued 
exhaustion  of  service  life  is  subtracted  trom  the  original  costo 
Equipment  contributes  only  a  small  fraction  of  its  total  service  to 
the  operations  of  a  given  short  fiscal  periodo  Hence  equipment  is 
not  classed  as  a  current  asset o  "^he  balance  is  deferred  as  a  non^^ 
current  asseto  Another  reason  for  separate  reporting  of  original  cost 
and  estimated  exhaustion  is  the  less  reliable  valuationo  Exhaustion 
of  service  life  to  any  date  before  complete  exhaustion  is  at  best 
only  an  inaccurate  estimate.,  The  facts  cannot  be  known  with  coiqplete 
accuracy  until  the  equipment  is  abandoned^ 

Certain  Intangible  assets  of  short  term  service  may  offer 
difficult  problems  of  valuationo  Sales  effort  or  advertising  for 
example  are  usually  treated  as  expense  at  the  time  of  purchase^  because 
they  are  not  subject  t©  physical  inventory  procediireso  But  this  cannot 
be  done  without  exceptionso  If  advertising  materials  are  purchasedjthe 
uaused  portion  may  be  deferred,,  However  it  is  the  prospective  cob^ 
tribution  to  revenue  that  is  coatrolliago  For  example  j,  a  chemical 
con^any  produces  fertilizer  for  sale  to  farmerso  Sales  are  seasonal 
during  ^^ie  months  of  March  and  Aprilo  But  the  advertising  campaiga 
is  carried  out  many  months  earlier  during  the  preceding  year^  which 
ends  iln  December o  Clearly  the  benefits  of  the  advertising  accrue  to 
the  second  year  and  not  to  the  first o  The  advertising  cost  of  the 
previous  year  properly  may  be  deferred  as  am  asset  on  December  31o 
In  accounting  practice  this  refinement  is  often  ignoredo  The  result 
is  that  the  incomes  of  both  the  first  and  the  second  years  are  in 
error o 
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CONTROL  OF  SUPPLIES  AND  OTHER  SHORT  TERM  SERVICE o   Supplies  and  other 
short  term  services  liJce  instirancej,  advertising^  wage  advancesg  etQo 
differ  from  other  assets  in  the  matter  of  controls  Often  proper  con= 
trol  and  use  of  the  asset  is  more  iii5)ortant  than  reporting  expense 
or  other  deductions  in  the  correct  yearo  In   the  long  run  many  of  the 
errors  concerning  the  proper  year  of  reporting  are  offset  and  cancel 
outo  This  however  is  not  to  be  taken  as  an  excuse  for  saying  that  in 
the  long  run  it  makes  no  difference o  The  payment  of  yearly  taxes^, 
dividendsj  and  many  other  business  decisions  are  based  on  anntial  reports. 
But  loss  of  control  and  misufje  of  the  asset  may  result  in  loss  which 
never  can  be  recoveredo  Supplies  which  are  not  purchasedp  reeeivedj, 
storedj,  and  issued  vinder  proper  control  with  the  care  which  is  given 
to  other  inventories  may  result  in  considerable  losso  Often  supplies 
can  be  purchased  and  delivered  in  large  quantities  at  lower  costo  They 
may  be  accounted  for  in  much  the  same  way  as  saleable  goods o  The  usual 
inventory  procedures  should  be  applied »  See  chapter  on  inventories o 
The  quantity  on  hand  should  not  be  excessive  or  subject  to  deterioration 
due  to  age  or  spoilage.  Items  such  as  pehcilsj,  stationary j,  etc©  may 
be  issued  from  stores  under  proper  control  in  small  quantities  and 
charged  to  expense  when  issxied*  Small  qtiantities  on  hand  after  issue 
may  be  ignored  as  too  small  to  be  of  concerno 

Such  items  as  postage  stanpe  are  often  subject  to  misuse o 
Economy  may  require  that  a  relatively  large  supply  be  carried  on  hando 
They  are  often  accessible  to    employees  who  can  use  them  for  pvir=- 
poses  not  required  by  the  business o  The  use  of  a  postage  meter  may 
assist  in  the  control  of  this  item»  In  any  event  better  control  usual" 
ly  can  be  had  if  a  single  employee  has  custody  of  the  stamps o 

Intangible  contract  services  like  instirances,  rent^  etc  are 
diffictJlt  to  misappropriate o  They  ^r©  controllable  only  when  the 
contract  is  made,,  But  accurate  ava'44iable  records  of  these  must  be 
kept  nevertheless o  Often  there  will  be  many  insurance  policies  in 
forcoo  In  this  case  it  is  desirable  that  a  record  consolidate  all 
policies*  This  not  only  guards  against  overlooking  a  policy  occasional- 
ly  but  also  makes  it  easier  for  management  to  review  the  insurance 
coverage  as  a  whole «  Am  insuraace  register  is  recommended  for  the 
purpose o  This  should  have  columns  for  recording  dates j  description 
of  policy j)  name  of  the  issuing  con^ianyg  term  of  policy,,  costp  etCo 
Additional  columns  also  may  be  used  for  easy  computation  of  total 
expired  insurance  cost  for  each  yearo 

Other  contracts  like  rent  may  be  few  in  number 5  but  the  terms 
of  the  contract  are  essential  to  good  asset  and  expense  reportingo 
Copies  of  the  contracts  should  be  on  filoo  The  real  control  of  ex= 
penses  like  insurance  and  rent  lies  in  the  initial  ptirchaseo  Sub<= 
sequently  there  is  only  control  of  cash  in  making  payment  and  control 
of  the  apportionment  of  cost  between  current  and  deferred  expenses o 
Excessive  amounts  of  these  items  should  be  deferred  only  with  great 
care  J,  as  this  raises  a  question  about  the  extent  of  future  benefits 
equal  to  or  greater  than  costo 

ACCRUAL  OF  PAST  SERVICES o  Sometimes  services  which  are  not  subject  to 
physical  inventory  taking  are  used  in  advance  of  payments,  receipt  of 
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bills,  or  other  exr licit  recognitiono  The  use  of  water,  electricity, 
telephone,  etCo  may  be  more  or  less  continuous,  but  no  ^ill  is  receivad 
or  pajrment  made  until  sometime  after  the  service  is  consumed.  This 
is  a  sort  of  inventory  problem  in  reverse o  The  difficulty  is  that 
the  expense  and  the  liability  may  be  overlooked  together  until  pay- 
ment is  made,  ^feter  readings  or  other  measurements  may  be  available, 
but  it  may  not  be  convenient  to  evaluate  these  uses  in  money  terms 
until  an  official  reading  and  bill  are  presented.  In  case  of  large 
amounts,  however^  estimated  should  be  made  as  a  basis  for  recording 
the  expense  and  liability.  Any  errors,  usually  very  small,  can  be 
adjusted  in  a  later  period.  Such  examples  serve  to  illustrate  that 
the  resiilts  of  good  accounting  are  never  as  accurate  as  the  arithmetic 
may  lead  us  to  believe.  But  ^en  amounts  are  relatively  large,  a 
careful  estimate  gives  more  useful  results  than  does  ommission  of  the 
item, 

TAXES o  The  accriial  of  taxes  often  is  neglected  until  the  tax  is  paid. 
This  results  in  no  great  error  if  taxes  are  paid  every  year  and  the 
amount  remains  about  the  same  each  year.  Sometimes  taxes  are  paid 
in  advance,  A  prepaid  tax  is  a  genuine  asset  even  though  no  service 
is  observed  to  come  from  the  payment.  Payment  is  required  by  law. 
Since  there  is  no  escape  if  the  business  continues  to  operate,  the 
payment  is  as  necessary  as  the  payment  for  any  asset  or  service.  The 
portion  paid  in  advance  of  the  financial  position  date  is  an  asset 
in  the  form  of  a  deferred  charge  and  the  expired  portion  becomes  an 
anomolous  kind  of  expense.  The  deferred  portion  is  a  current  asset. 
Taxes  do  not  contribute  to  revenue  in  proportion  to  the  amount  of  tax 
paid,  but  payment  is  necessary  in  order  to  operate  successfully  and 
gain  revenue  from  other  soiirces.  Thera^miich  to  be  said  in  favor  of  £is 
excluding  taxes  from  other  expenses  which  do  contribute  to  revenue 
more  directly.  This  makes  possible  the  better  use  of  net  re-ffenue  for 
judging  the  effectiveness  of  business  management  in  the  use  of  busi- 
ness resources.  But  the  expired  portion  of  tax  prepayments  as  well 
as  any  accrued  unpaid  taxes  must  be  deducted  from  revenue  or  other 
income  before  the  income  of  the  period  accruing  to  the  business  is 
known.  Needless  to  say,  there  is  little  managerial  control  over  most 
taxes.  Most  taxes  can  be  avoided  only  by  discountinuing  certain 
business  activities. 

Sometimes  warrants  are  purchased  in  advance  to  be  used  for 
the  payment  of  taxes  later.  This  may  be  advantageous  because  the 
warrants  earn  interest.  Sometimes  these  warrants  are  deducted  from 
tax  liabilities  mich  as  if  the  tax  were  paid.  This  results  in  error 
unless  the  warrant  is  surrendered  in  payment  of  the  tax.  If  the 
warrants  may  be  reconverted  into  cash  they  are  assets  which  are  not 
deductible  from  liabilities.  In  general  the  praigtice  of  matching 
specific  assets  against  specific  liabilities  is  objectinafele.  It 
results  in  obscuring  the  totalsL-assets  and  liabilities,   /o^ 

Correct  assignment  of  taxes  for  very  short  periods  such  as 
a  fraction  of  a  year  often  is  difficialt.  Sometimes  the  taxes  Qannot 
be  known  before  the  end  of  the  year.  There  may  be  delay  in  assessment, 
or  the  fiscal  tax  year  may  not  coincide  with  the  business  fiscal  year. 
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Income  taxes  cannot  be  detennined  before  the  end  of  a  yearo  Of tea 
disagreement  and  errors  arise  which  cannot  be  settled  for  many  years o 
But  better  reports  can  be  made  by  the  estimate  of  a  tax  which  later 
ca^s^adjusted  than  by  ignoring  the  possibility  of  a  tax.  Difficulty 
arises  in  accuring  an  estimated  income  tax  for  inter:lm  reports  such 
a  fraction  of  a  year,  The  correct  tax  cannot  be  known  mitil  the  iia= 
come  for  the  year  as  a  whole  is  knowno  Again  reasonable  estimaiies 
give,  more  reliable  information  than  no  report  of  tax  at  alio 
Zbe 

.  SHORT  TERM  INTEREST o  Sometimes  reference  is  made  to 
"Prepaid  Interest**  as  if  it  were  similar  to  other  prepayments  and 
assets  purchased  such  as  are  discussed  above «  A  little  inquiry  into 
the  case  should  convince  the  student  that  the  reporting  of  any  item 
xander  the  title  of  prepaid  interest  is  not  correeto  Interest  cannot 
be  an  assets  as  the  following  explanation  will  showo 

Interest  cannot  be  prepaido  It  accrues  as  a  ftinction  of 
time.  It  is  due  and  payable  only  after  it  has  accrued  as  a  liability^ 
Any  service  received  in  form  of  the  use  of  money  •is  consumed  as  ac^ 
cruedo  The  debit  accrual  cannot  be  an  asset.  But  suppose  interest 
were  paid  in  contemplation  of  later  accrual.,  would  the  prepayment,  be 
an  asset?  Interest  paid  before  it  is  due  must  be  applied  to  reduce 
the  principal  debtp  which  is  a  liability o  To  treat  the  "Interest" 
payment  as  an  asset  would  be  to  call  it  an  account  receivable o  It 
is  for  service  to  be  received  later  from  the  creditor «  If  the  service 
is  not  received c,  a  refund  is  due 5  and  it  is  a  liability o  It  is  not 
possible  for  a  business  to  have  both  aH  account  receivable  and  an 
account  payable  at  the  same  time  under  the  same  contracto  The  two 
items  must  be  offset.  The  so  called  .interest  is  really  a  small  pay- 
ment oa  the  existing  debt.  The  laws  of  most  If  not  all  states  sup^ 
port  this  viewo 

A  greater  mistake  in  principle  may  be  made  when  money  is 
borrowed  from  a  bank  and  a  short  term  note  is  given.  The  bank  castoift- 
arily  may  write  the  note  for  the  amount  of  a  nominal  loan  of  say 
$lj,000j  but  deduct  interest  for  the  period  of  borrowing  from  the 
proceeds  advanced  to  the  borrower.  This  process  of  discounting  the 
face  of  the  note  results  in  $10  interest  if  computed  on  the  face  of 
the  note  for  60  days  at  the  rate  of  6^  a  year.  The  borrower  receives 
credit  on  this  accountj,  or  cash.,  for  $990o  Accordingly  he  mignx. 
record  the  borrowing  transaction  erroneously  as  s 

03  Sxl  ooooouoooooouooooooooo  V  yy^  1 

Prepaid  Interest  ,0,00,0.3,    10  ■, 

ViQTfQQ     xSyQD.JL6     ooouoooooooooooooooo     V    JLnwUU  1 

It  should  be  obvious  that  the  borrower  has  paAdthiag,  He  alarply  has 
borrowed  $990  and  givea  a  note  promising  to  pay  $15,000  ia  60  days 
without  interesto  Of  course  there  Is  iaterest.,  but  the  interest  is 
to  be  paid  only  as  part  of  the  stated  value  of  the  note  at  matur.ityo 
A  correct  analysis  of  the  transaction  is  to  say  the  dfefetor  borroii^d 
$  990  and  gave  a  note  payable  ia  60  days  which  iacludes  liability  for 
interest  as  well  as  the  sum  borrowed.  On  the  date  of  borrowing  the 
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fair  value  of  the  liability  is  only  1990^  whicl;^the  amount  of  the 

effective  principal  borrowedo  Each  day  some  interest  accrues  which 
increases  the  liability.  The  liability  is  not  $lj,000  until  60  days 
>rtien  the  note  is  due«  While  daily  accruals  are  common  in  fact^  no 
useful  purpose  is  served  by  daily  recording  the  accriialo  Recording 
these  accruals  conveniently  is  delayed  until  payment  is  made  or  until 
lihe  end  of  a  fiscal  period  vhen   they  must 'be  reported  in  the  f  inane  ia:,. 
statementsa  3n  this  example  as  a  matter  of  principle 'the  interest 
should  not  be  recorded  at  all  on  the  date  of  borrowing,.  If  so  the 
interest  of  $10  is  included  in  the  stated  liability  of  the  note  before 
it  has  accrued  in  facto  Interest  is  recorded  only  because  it  is  de- 
sirable to  record  the  fixed  face  value  of  the  note  in  the  accounts,, 
The  face  value  however  is  ^eater  than  the  true  liability  at  any  time 
bef6re  maturity.  Meanwhile  the  error  can  be  corrected  easily  by 
deducting  the  recorded  interest  from  the  overstated  liability  in  the 
statement  of  financial  position*  This  avoides  cverstatSmanli  of  both 
assets  and  liabilities*.  The  most  convenient  entries  which  also  record 
the  facts  and  assists  in  dorrect  reporting  are  as  follows o 

08  SH  eo«ooooo«oooooo«ooo«OQaoooooo    V  yy\) 

Unacmumilated  discount^*<«i&t.^.o.«o    10 

Notes  Payable  oaoaoeoo<>oc>aooooo«ooooo  %   IjiOOO   , 

The  student  should  note  that  the  discount  is  recorded  before  it  has 
accumulated.  As  it  accumulates  it  becomes  interest  expense.  With 
the  passage  of  time  as  the  discount  accximulatess,  interest  entries  are 
made  to  transfer  some  of  the  unacciomulated  discount  balance  to  interest 
charges  or  an  expense  account  as  follows.  Assume  $4-  of  the  discount 
has  accumtilated,  then 


Interest  Charges 

Unaccumulated  Discoimt  ,,,,,,,,,.«  %U 


OOOOOOOOOOOOOOOO 


This  leaves  a  balance  of  $6  as  unaccumiilated  discount.  Deducted  from 
the  overstated  liability  of  |  IjOOOj,  there  is  a  net  liability  of  $994.? 
which  includes  %U   of  accumulated  disc'ounto  iThid  is  a]3pzmedlfatiti.-aa<&o 
paid  interest. 

Ordinarily  no  harm  is  done  in  accounting  practice  by  the 
improper  treatment  of  discount  on  such  notes  as  the  above  because 
the  amount  is  small.  Also  the  liabilities  are  recorded  such  that  they 
may  be  paid  properly  when  due.  Sometimes  the  entire  amount  of  un= 
accumulated  discount  is  recorded  as  expense  on  the  date  of  borrowing » 
This  recognizes  an  expense  before  any  service  of  borrowing  has  been 
received  or  any  liability  for  such  service  has  accrued.  Again  the 
amount  may  be  small  and  the  only  error  is  that  of  reporting  the  expenso 
in  the  wrong  period.  In  any  case  no  large  error  will  remain  In  the 
accounts  for  long,  and  there  likely  willmtbe  any  misuse  of  funds  as 
a  resvilt. 

The  purpose  here  has  not  been  to  describe  accounting  as  it 
may  be  practiced  in  many  places  but  to  illustrate  the  principles  of 
good  practice.  The  student  will  advance  more  rapidly  in  his  under- 
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standing  of  accotmting  if  he  learns  to  analyse  and  interpret  principles 
and  practices  carefully  in  the  light  of  all  that  he  continues  to  l«am« 
He  shotild  understand  the  operation  of  rigorously  derived  priacipled 
even  if  it  is  not  always  necessary  to  practice  the  principles  with 
precision.  If  theBe  is  deviation  from  the  use  of  good  principlesi 
t&ih  ^Bctislonld  be  known.  The  student  will  be  called  upon  to  handle 
accoTjnting  problems  which  he  has  not  seen  before.  For  this  he  must 
know  good  principles.  But  in  any  case  the  greater  the  amount  of  in- 
vestment involved,  the  greater  is  the  need  to  follow  correct  principles 
rigorously.  The  shifting  of  income  or  loss  in  small  amount  from  one 
period  into  another  can  do  very  little  harm.  Also  it  should  be  under- 
stood that  the  income  figure  of  any  short  period  does  not  state  income 
with  the  accuracy  which  might  appear*  I^ny  judgitent6;3  subject  to 
error  go  into  the  computation  of  periodic  income.  However,  when    :.  ;ii/ v 
poor  or  careless  accotmting  results  in  loss  of  control  over  the  item ■.-%-,, 
in  question,  or  directs  the  resources  of  the  business  to  improper  usef  ".1; 
the  result  is  serious  even  when  the  amount  is  small. 


■■^. 


Chapter  12  CONTROL  ACCOUNTS 

THE  SUMMA-RY  ACCOUNT „  One  of  the, most  useful  devices  in  accounting 
for  purposes  of  control  is  the  summary  accoxmto  The  device  makes 
possible  a  reduction  in  the  number  of  accounts  in  the  ledger.  It 
makes  possible  the  preparation  of  summary  reports  with  less  efforts 
At  the  same  time  a  great  amount  of  detail  is  possibleo  The  relation- 
ship between  the  detail  and  the  simimary  account  must  be  orderly  and 
consistent.  It  is  the  same  data  reported  in  different  wayso 

This  orderly  relationship  between  the  detail  and  the  suitt= 
mary  is  often  one  of  the  most  difficult  ideas  for  a  beginning  student 
to  applyo  One  must  first  learn  to  think  of  numerous  items  in  detail 
and  at  the  same  time  to  consider  these  details  as  a  single  unified 
whole o  In  all  cases  each  item  of  detail  differs  from  each  of  the 
other  items  in  some  important  wayj  but  at  the  same  time  each  item 
has  something  important  in  common  with  all  the  other  itemso  Whenever 
a  group  of  accounts  which  must  be  kept  in  detail  for  some  purposes 
may  be  combined  into  a  single  item  for  other  purposes,  then  the 
principle  of  control  here  described  can  be  usefulo  One  other  con- 
dition existso  The  number  of  accounts  kept  in  detail  must  be  large. 

One  of  the  advantages  of  this  principle  is  in  the  use  of 
division  of  labor  in  recording  the  accoimtso  When  the  number  of  re- 
lated accounts  is  large  enough,  the  group  may  be  delegated  to  a 
special  bookkeeper.  This  bookkeeper  need  not  have  access  to  the  other 
records.  He  will  keep  his  own  set  of  accounts  in  as  much  detail  as 
is  desirable.  Often  it  is  practical  to  carry  these  accounts  in  the 
form  of  a  loose  leaf  file.  The  natiur-e  of  the  group  of  accounts  is 
such  that  often  new  accounts  must  be  added  and  the  use  of  old  ac- 
counts discontinued.  In  using  the  control  account  principle,  the 
group  of  accotmts  is  not  recorded  in  the  general  ledger  individually. 
Instead  they  are  recorded  in  a  separate  ledger  and  serve  as  sup- 
plementary information  in  support  of  a  single  stimmary  accoxint  which 
is  recorded  in  the  general  ledger.  Thus  all  of  the  subsidiary  ac- 
count data  is  in  the  general  ledger  but  in  summary  form. 

The  summary  account  gives  an  executive  of  higher  authority 
access  to  information  in  the  general  ledger  when  a  summary  view  may 
be  had  of  the  activities  as  a  whole  is  desirable.  The  executive  is 
spared  much  time  in  examining  what  might  appear  to  be  many  confusing 
details. 

One  of  the  more  difficult  questions  of  a  beginning  student 
is  the  need  to  adjust  a  system  of  accounts  to  suit  the  size  of  a 
business.  There  is  often  greater  difference  in  accounting  procedure 
and  in  the  kind  of  records  kept  for  business  enterprises  of  dif- 
ferent size  than  there  is  for  enterprises  engaged  in  different  prod- 
uctive activities,  A  small  business  has  little  need  for  control 
accounts.  Each  account  for  which  a  record  is  desired  can  be  kept  in 
a  single  ledger.  One  or  at  most  a  very  few  bookkeepers  can  do  a]l. 
the  work.  But  when  the  size  of  the  enterprise  requires  the  use  of 
more  accounts,  great  confusion  can  result  unless  orderly  and  sys- 
tematic procedures  are  followed.  The  use  of  summary j,  or  control, 
accounts  can  be  helpftalo 
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The  following  accotmts  often  have  the  req-uirements  for  use 
of  the  control  account  principle o 

(1)0  Accounts  receivableo 

(2)0  Accounts  payable o 

(3)0  Selling  Expense o 

{A)o  General  expensso 

(5)0  Inventories  of  materials  for  useo 

(6)0  Inventories  of  goods  for  sale, 

(7)0  Inventories  of  work  in  process  of  productiono 

(8)0  ELant  and  equipment » 

(9).  Allowance  for  depreciation., 

(10)  The  Payroll 

For  external  use  the  Position  Statement  and  the  Income 
Statement  should  be  brief  but  all  inclusive »  Each  of  the  above  items 
is  proper  for  a  report  on  one  of  these  financial  statements o  The 
reader  will  be  more  confused  than  informed  if  he  cannot  grasp  the 
general  content  of  these  statements  easiljo  If  he  shotild  be  interest- 
ed especially  in  one  of  the  items,  then  supplementary  information  can 
be  made  available. 

For  internal  use  greater  detail  is  required  for  proper  con- 
trol of  the  various  activities  than  is  needed  for  external  reportingo 
The  internal  management  for  instance  must  have  knowledge  of  every 
item  of  inventoryo  This  is  required  for  the  proper  purchase  and  use 
of  materialso  The  credit  and  collection  department  must  have  a  re-^ 
cord  in  detail  of  an  account  receivable  from  each  customero  Each 
customer  is  an  individual  case  for  credit  extension  and  collection 
and  is  not  related  to  collection  from  the  other  customers o  Top  ex- 
ecutive and  outside  parties  often  do  not  need  this  information  in 
detail,  but  they  do  need  a  summary  of  the  informationo  It  is  neces-  ■, 
sary  for  good  management  that  both  summary  information  and  detail  be 
made  available  as  desired, 

yiany   accounts  do  not  lend  themselves  to  use  of  this  control 
principleo  Even  a  large  enterprise  will  have  too  few  cash  accounts 
to  use  the  principle*  The  sales  or  other  revenue  accounts  may  or  may 
not  use  the  principle  depending  on  circimistanceso  Recording  all  ^ales 
in  a  special  sales  journal  and  posting  the  totals  to  a  summary  ac- 
count does  not  illustrate  use  of  the  control  accotrnto  The  principle 
requires  that  a  separate  ledger  be  kept  of  a  large  number  of  different 
classes  of  saleso  This  may  be  done  by  product^  by  saleman,  or  by 
territory  or  by  class  of  customero  However  for  most  enterprises, 
even  relatively  large  ones,  the  sales  analysis    often  can  be  made 
without  the  use  of  individual  sales  accounts  in  a  subsidiary  ledger o 

ILLUSTRATION  -  ACCOUNTS  RECEIVABLE,  Any  business  which  sells  on 
credit  will  have  many  customers  accountso  An  accoTint  must  be  kept 
with  each  customer.  These  customers  accounts  may  be  kept  in  a  separate 
book  of  ledger  accounts,  A  file  with  a  card  for  each  customer  often 
serves  the  purpose  well,  ,  -jf 
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The  form  of  accoimt  best  suited  consists  of  debits  credit,  and  balance 
columns  as  follows o 


CUSTOMER'S  NAl^  -  AND  ADDRESS 


Date 


Explanation 


Debit  ?  Credit  '  Balance 


-yV^/vw^^j 


The  three  column  form  is  desirable  because  it  can  show  a  balance 
continually,  A  customer's  account  may  be  subject  to  collection  at 
any  time  and  it  is  helpful  to  be  able  to  read  the  balance  quicklyo 
Postings  to  the  individual  customers'  accounts  may  be  made  from  the 
various  journals,  but  sometimes  they  are  made  direct  from  the  sales 
invoices.  The  sales  journal  is  the  principal  source  of  all  credit 
postings.  Entries  also  may  be  required  as  a  resiilt  of  returned  goods 
or  other  price  adjustments.  Postings  of  course  may  be  made  direct 
to  the  acco-unt  from  the  original  docvimeht  which  signifies  the  sale 
or  collection.  Then  only  the  control  account  entries  need  be  record- 
ed in  jo\arnals  for  posting. 

All  debits  and  credits  to  customers '  accounts  must  be  posted 
to  the  general  ledger  control  account  -  Accounts  Receivable.  These 
postings  are  made  from  the  sales  book  and  from  the  cash  receipts  booko 
The  total  of  credit  sales  is  posted  to  the  debit  of  Accounts  fieceiv- 
able.  The  total  of  credits  to  customers'  accounts  may  be  posted  from 
the  cash  receipts  book.  But  the  credits  do  not  always  eqxxal  the 
amotmt  of  cash  received.  Sometimes  the  credits  are  in  part  for  dis- 
coxmts  or  price  allowances  if  the  gross  price  method  is  used  in  re- 
cording. A  special  column  for  Accounts  Receivable  credit  is  carried 
in  the  cash  receipts  book.  During  the  month  of  January  ten  sales  are 
made  to  ten  customers  for  $500  each.  For  illustration  during  the 
month  %  200  is  collected  from  each  customer.  The  general  ledger 
account  will  appear  as  follows  at  tjie  end  of  the  month, 

ACCOUNTS  RECEIVABLE 


January  31 


5,000  '  January  31 


2,000 
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The  customers  ledger,  or  card  file,  will  contain  ten  pages  or  cards, 
each  appearing  as  follows  : 

CUSTOMER  "A"  -  SINGAPORE 


Date '  *■;  '.T,:'  oEx^lanatioB 


»  Debit  •  Credit   •  Balance 


Jan  15 '  Seven  steel  castings 
25 »  Cash 


500 


200 


300 


At  the  end  of  a  period  when  a  trial  balance  is  taken,  a  proof  of  the 
subsidiary  accoiints  and  of  the  control  accoTmt  should  be  prepared. 
The  sum  of  the  balances  of  customers •  accounts  must  agree  with  the 
balance  of  Accounts  Receivable  Control  as  follows  : 

Customers  Accoxmts  Balance 

Customer  A ,. , ,  $  300 

Customer  B 300 

Customer  C  , 300 

Customer  D •.......,.  300 

Customer  E ..o.«,»,oo.  300 

Customer  F « 300 

Customer  G ..1.... 300 

Customer  H  ,,, 300 

Customer  I »,..,.,.. 300 

Customer  J , 300 

Total $3,000 

Accounts  Receivable  Control 3,000 


Pfeparation  of  this  proof  may  restilt  in  the  discovery  of  errors  in 
the  accounts.  If  the  General  Ledger  trial  balance  is  in  balance,  the 
control  account  is  assximed  to  be  correct.  Lack  of  agreement  with 
customers'  balances  in  this  case  probably  comes  from  errors  in  the 
individual  customers'  acco\xnts.  If  the  proof  is  made,  then  failure 
of  the  general  trial  balance  to  balance  probably  results  from  errors 
in  other  accotmts. 

Each  month  or  other  convenient  date  a  copy  of  each  customer 
account  is  sent  to  each  customer.  He  may  be  expected  to  report  any 
errors,  not  in  his  favor. 

ILLUSTRATION  -  ACCOUNTS  PAYABLE.  A  business  may  receive  current  ma- 
terials, supplies,  or  other  inventoriable  goods  on  credit  from  a  large 
number  of  suppliers,  If  the  number  of  suppliers  is  few,  there  may  be 
an  account  for  each  supplier  in  the  general  ledger.  But  if  the  in- 
dividual purchases  are  made  on  short  term  credit  from  many  sources, 
the  individual  accotmts  may  be  kept  in  a  supplementary  ledger  for 
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creditors'  accotmts.  Credit  postings  are  made  from  the  purchases 
journal  or  vouchers  payable  register.  Debit  postings  are  made  from 
the  check  register  or  cash  payments  journalo  A  few  postings  may  come 
from  other  soTorceSo  The  forms  of  accounts  are  similar  to  those  for 
accounts  receivable,  "^he  balances  of  these  accounts  are  normally 
credits, 

A  practical  variation  on  this  procedtire  comes  with  the  use 
of  a  vouchers  payable  system.  Under  this  procedure  no  subsidiary 
ledger  is  kept  in  the  manner  described  above.  Each  piorchase  is  re- 
corded on  a  special  voucher  payable  prepared  for  the  piorpose,.  These 
vouchers  are  filled  in  the  order  of  the  date  on  which  payment  is  ex- 
pectedo  They  are  removed  daily  as  lue  and  checks  are  written  in  pay- 
ment. Thus  the  entire  account  of  a.   creditor  is  not    assembled 
in  one  place  but  it  may  consist  of  several  items  filed  according 
to  expected  date  of  payment.  But  this  is  not  a  serious  objection. 
Good  management  requires  that  all  bills  be  paid  when  due  and  the  pro- 
cedure is  helpful  for  this  purpose.  The  individual  purchase  records 
are  filed  orderly  and  are  readily  available*  An  adding  machine  tape 
may  be  run  on  the  voucher  file  and  proof  with  the  control  accoimt 
-  Vouchers  Payable  can  be  made  with  little  effort, 

ILLUSTRATION  -  EXPENSE  ACCOUNTS.  Functional  expense  accounts  like 
selling  expense,  administrative  expense,  or  other  general  expense  may 
be  summarized  as  single  accounts  in  the  general  ledger.  For  each 
there  should  be  at  the  same  time  a  subsidiary  ledger  or  card  file 
for  each  of  the  many  objects  of  expense  which  are  desired  in  detail. 
As  in  all  other  cases,  posting  of  each  expense  must  be  made  both  to 
the  expense  control  accoiint  in  the  general  ledger  and  to  the  indivi- 
dual expense  accoiints.  At  the  time  a  trial  balance  is  taken,  lists 
of  detailed  expense  should  be  prepared  in  order  to  show  if  the  sum 
each  class  of  expanses  individually  agrees  with  its  corresponding 
expense  control  account  in  the  general  ledger, 

OTHER  EXAMPLES  OF  CONTROL  ACCOUNTS.   In  any  enterprise  of  considerable 
size  there  may  be  groups  of  accounts  which  can  be  organized  according 
to  the  control  account  principle.  The  requirements  are  that  a  group 
of  accounts  be  similar  for  some  importaht  purposes  but  not  for  others  <, 
The  number  must  be  sufficiently  large  if  there  is  to  be  economy  of 
bookkeeping  work.  If  the  number  is  less  than  possibly  twenty  five 
accounts,  they  may  be  kept  in  the  general  ledger  without  too  much 
difficulty.  If  there  are  more,  the  general  ledger  can  be  desirably 
reduced  in  size        if  the  group  is  represented  by  a  single  sum- 
mary account,  /each 

In  a  manufactiiring  enterprise  a  materials  account  well  may 
be  a  control  account  in  the  general  ledger.  It  is  essential  for  good 
management  that  an  account  be  kept  withZkind  of  material.  There  may 
be  many  hundreds  of  kinds.  Each  kind  of  material  will  be  recorded  or 
its  ledger  card.  This  card  can  be  designed  to  record  more  information 
than  is  possible  in  a  general  ledger  account  of  simple  T  formo 
Especially  important  in  addition  to  cost  is  the  physical  quantity. 
Records  of  receipts  and  issues  of  quantities  are  desirable.  Also 
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colimns  for  a  continuous  balance  of  both  physical  quantity  and  cost 
is  useful.  It  is  importafft -for  good  raanagement  control  that  the  store- 
keeper be  able  to  report  quickly  the  quantity  of  each  material  on  hand. 

One  of  the  more  important  uses  of  a  control  account  in  a 
large  business  is  the  plant  ledger.  If  thece  are  many  items  of  plant 
assets  which  should  be  accounted  for  separately,  a  single  account  ia  '~ 
the  general  ledger  will  summarize  all  the  plant  assets  or  all  the 
plant  assets  of  a  certain  related  group.  A  subsidiary  record  is  kept 
also  with  each  item.  The  subsidairy  account  can  be  desipied  to  record 
much  collateral  information  about  each  asset.  It  is  desirable  to  have 
not  only  the  date  of  purchase,  the  cost,  and  final  disposal  of  the 
assets;  it  is  also  desirable  to  have  a  description  of  "the  assets, 
its  location,  its  intended  .use  arid -its  depreciation  rate.  Under  the 
best  accounting' procediire  usually  each  asset  is  depreciated  separately. 
Th'6  individual  accumulated  depreciation  and  book  value  of  each  item 
also  is  recorded  in  the  subsidiaiy  ledger  , 

No  special  difficulty  arises  if  the  depreciation  of  ,eack^_ 
class  of  assets  is  accumulated  in  a  separate -.cr£dd4-Ai-lowaireiSF^To?T>e«'' 
preciation  flf-nniTn-j-..^^ Att^^t i^i>wa»*»«»  -fVti- ^T);oprpr>^flf.i<Mi-  control  account 
^^caa^^be^CBplf'fif't'he  general  ledger  to  accompany  the  summary  asset  cost 
aecounto  The  asset  cost  account  can  be  reconciled  with  the  sum  of 
debit  balances  in  the  individual  accounts  and  the  Allxswance  for 
Depreciation  Control  can  be  reconciled  with  the  credits  accumulated 
for-  depreciation,-  But  if  desired,  a  separate  subsidiary  ledger  ac- 
count or  cBrd  can  be  kept  for  each- as^et  being  depx-eciated.  These 
subsidiary  allowance  for  depreplat'lon  accounts  can  be  kept  in  the  same 
book  or  card  file  as  used  for ' t^e  individual  asset  costs.  Thus  the 
group  of  accounts  will  suppttrt  two-'con'trol  accounts,  one  a  debit  for 
cost  and- one  a  credit  f or  alioV€|nce  for  depreciation, 

I]ESl!3»-:Or:3eUHNALS<'F6S- CONTROL  ACCOUNTS,  There  is  a  saving  in  number 
-  of :  poartlirgs  to-lJie  general  ledger  if  postings  can  be  made  in  totals 
-Gfiiy^  The -journals  from  which  postings  are  made  then  are  designed 
with  special  columns  in  which  the  individual  transactions- are  reccrdedo 
Ifei' postings  are  made  of  totals  to  the  general  ledger  until  the  end  of 
a  month  or  other  date  when  a  trial  balance  is  to  be  prepared,  nr.d^ 
vidual  postings  may  be  made  to  the  subsidiary  ledgers  at  any  tiffltfo 
It  isjdtirable  often  that  they  be  posted  currently,  even  daiJ^  Indij- 
vidual  accounts  receivable-  for  instance  shotG.d  be  poate4 -diailyo  The 
correct  balance  should  be  available  without  delay ^-  even  -bhough  s  proof 
of  the  ledger  may  not  be  made  before  the  end  of  'the  month,        - 

In  office  procedure  many  times  no  posting  is  made  to  the 
subsidairy  accounts  from  the  journals,  Instaad,  the  transact.ion 
vouchers  are  used  directly  for  making  entries  in  the  subsidiary  ac- 
counts. These  vouchers,  after  approval  by  the  proper'  officer,  are 
the  authority  for  making  entries.  They  may  be  entered  individually 
in  special  columns  in  the  appropriate  journal  for  p-urposes-  of  posting 
totals  to  summary  accounts.  Postings  to  the  subsidiary  accounts  Hiist"' 
be  Identified  by  number  or  other  symbol  recorded  on  the  invoice*-  One 
requirement  is  that  an  invoice  which  has  been  recorded  :ln  any  acco'tait 
shoiJ-d  be  easy  to  identify  when  the  accoxint  is  audited*-  The  original 
authoritative  voucher  gives  the  most  comple'te  and  relaible  information 
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about  the  nature  of  the  item  and  it  shovild  be  therefore  easy  to  lo- 
cate in  a  voucher  file, 

A  PRIVATE  LEDGER.  The  prindiple  of  control  accounts  can  be  used  to 
advantage  sometimes  in  keeping  certain  information  confidential.  The 
owner  or  the  management  might  not  want  to  risk  disclosure  of  certain 
information  to  people  who  would  misuse  the  information.  The  principle 
of  control  accounts  makes  it  possible  toremove  from  the  general  ledger 
those  accounts  which  contain  confidential  information,  ^he  com- 
pleteness of  the  ledger  is  retained  by  use  of  a  summary  account  ^called 
Private  ledger,  or  similar  title.  The  detailed  accounts  which  con- 
tain confidential  information  are  kept  in  a  special  ledger  to  which 
only  the  bookkeeper  who  is  trusted  with  this  information  has  access. 
Postings  are  made  to  the  special  ledger  from  the  original  documents 
which  authorize  the  transaction.  A  summary  of  these  postings  is  pre- 
pared for  posting  to  thfe  control  account  in  the  general  ledger,  -^his 
may  be  done  through  entry  in  a  general  journal  or  in  a  special  journal 
for  the  purpose.  The  bookeeper  who  is  in  charge  of  the  subsdiary 
ledger  must  see  that  this  ledger  is  in  agreement  with  the  control  ac- 
count at  the  end  of  each  accoimting  period. 

In  a  private  subsidiary  ledger  some  accounts  normally  may 

have  debit  balances  and  some  may  have  credit  balances.  The  balance  of 
the  control  account  is  the  difference  between  total  subsidiary  debit 
balances  and  total  subsidiary  credit  balances.  This  subsidiary  ledger 
like  most  others,  will  not  be  in  balance  unless  all  the  accounts  are 
closed.  The  control  account  reports  the  net  of  the  subsidiary  ledger 
amount,  which  is  sTifficient  for  control  piirposes  and  integration  of 
all  accouhts  in  the  general  ledger. 

In  the  financial  statements,  information  contained  in  the 
subsidiary  ledger  can  be  reported  under  appropriate  general  titles 
which  are  suitable  for  the  pvirpose  of  the  statement,  yet  do  not  dis- 
close too  much  confidential  information.  It  is  not  necessary  in  pre- 
paring the  position  statement  and  the  income  statement  that  the  exact 
account  titles  used  in  the  ledger  accounts  be  used  to  identify  the 
items  on  the  statements.  Often  longer  and  more  descriptive  titles 
are  desirable,  When  this  is  done  it  is  supposaflthat  enough  supple-= 
mentary  information  is  available  topermit  the  use  of  more  descriptive 
titles  in  the  statements, 

BRANCH 
THE  . '   "  LEDGERt  Sometimes  a  business  enterprise  has  operating 
branches  in  different  locations.  The  general  business  office  of  the 
company  might  be  located  in  one  city  and  the  manufacturing  operations 
located  in  another.  There  might  be  more  than  one  such  operating  branch. 
It  is  desired  that  the  results  of  operation  for  the  enterprises  -as  a 
whole  be  sxuranarized  and  reported  from  the  general  office.  In  this 
case  the  principle  of  the  control  account  is  usefail.  Each  operating 
branch  can  keep  its  own  accounts  in  considerable  degree  of  detail. 
The  operating  branch  can  have  its  own  ledger,  journals,  and  other  re- 
cords much  as  if  it  were  an  independent  enterprise.  It  must  be  decided 
wh^ch  accounts  the  branch  will  keep.  The  general  office  will  ke,ep 
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control  accoiintBin  its  ledger  which  stumnarizes  the  ledger  of  each 
branch.  The  balance  of  the  control  accoxint  at  the  general  office 
shotild  agree  with  the  balance  of  total  debit  and  total  credit  accounts 
in  the  branch  ledger. 

The  branch  ledger  operates  in  effect  exactly  like  a  com- 
pletely independent  set  of  accotints.  ^he  general  office  supplies 
the  funds  with  which  the  branch  operates.  Hence  there  will  be  no 
investment  accounts  or  retained  earnings.  The  branch  will  keep  a 
self  balancing  ledger,  prepare  its  own  trial  balance  and  possibly 
even  financial  statements.  But  in  place  of  share  capital  and  re- 
tained earnings  accounts  the  branch  will  have  a  summary  account  with 
the  general  office.  This  general  office  account,  which  complete  the 
balance  of  the  ledger,  is  in  effect  one  which  states  the  amount  of 
investment  received  from  the  general  office, 

A  branch  will  not  have  long  term  liability  accounts  because 
any  borrowing  will  be  done  by  the  general  office.  Even  short  term 
borrowing  from  a  bank  usually  will  be  done  by  the  general  office 
and  the  funds  transferred  to  the  branch. 

In  order  that  the  summary  accotmts  of  each  of  these  busi- 
ness units  be  in  agreement,  it  is  necessary  to  record  all  transfers 
between  the  branch  and  the  general  office  by  means  of  regular  entries 
much  as  if  the  transaction  were  with  independent  outside  parties. 
The  branch  in  fact  may  have  few  transactions  with  outside  parties, 
Usxially  there  will  be  an  account  with  the  local  bank.  Usually  the 
branch  will  meet  the  payroll  of  -flta.  own  employees.  Purchases  .from 
suppliers  of  materials  and  sales  to  customers  may  be  made  either  by 
the  branch  or  by  the  general  office.  The  branch  of  course  might  have 
need  to  make  some  small  purchases  locally  and  may  have  some  accounts 
payable.  The  accotints  for  each  must  be  modified  accordingly.  There 
is  no  difficulty  if  some  sales  are  accounted  for  by  each  of  the  two 
offices,  ■'•hey  can  be  consolidated  at  the  end  of  the  year.  No  de- 
sirable control  is  lost  if  the  customers  are  properly  classified. 

Most  of  the  entries  on  the  books  of  an  operating  branch 
will  be  transfers  from  one  account  to  another  within  the  branch. 
For  these  transfers  the  general  office  usually  need  not  be  notified. 
The  branch  will  make  complete  periodic  summary  reports  of  its  acti- 
vities to  the  general  office  ,  The  general  office  will  consolidate 
the  reports  of  all  its  branches  with  its  own  activities,  and 
financial  statements  will  be  prepared  for  the  enterprise  as  a  whole, 

CONTROL  ACCOUNT  ILLUSTRATEl?.  Let  us  illustrate  the  use  of  a  branch 
control  account  using  as  an  example  the  relationship  of  a  factory 
branch  to  its  general  office  which  is  located  in  another  city.  The 
branch  has  a  complete  set  of  ledger  accounts  and  journals.  The 
branch  records  its  ovm  sales  and  cost  of  sales.  Accounts  receivable 
are  collected  by  the  general  office.  On  a  given  date  the  ledger 
shows  the  following  balances. 
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X  -  Product  Company 
Operating  Branch 
Trial  Balance  Dec.  31-19A 


Cash  in  Bank $  5,000 

Cash  in  Hand 1,000 

Work  in  Process  , 23,000 

Materials 7,000 

Finished  Product  11,900 

Factory  Biirdan  9>4«.« ••...•..... 20,000 

Plant  and  Equipment  175,000 

Allowance  for  Depreciation  $  A2,000 

General  Office 200.000 

$2/^2,000     $242,000 


The  general  office  has  a  ledger  with  balances  which  are 
typical  of  any  such  enterprise.  There  is  nothing  special  in  this 
except  that  the  ledger  should  contain  a  debit  account  of  $200,000 
under  the  title  of  Branch  Control.   his  account  is  the  reciprocal 
of  the  account  General  Office  $200,000  above  as  a  credit  balance  on 
the  ledger  of  the  branch. 

The  branch  next  has  the  following  transactions: 

(l).  Materials  purchased  by  the  general  office  are  received. 

Cost  $35,000.. 
(2).  The  factory  payroll  is  $  .18,000.  Of  this  amount  $  15,000 

is  for  direct  labor  on  materials  in  process  and  $3,000  is 

for  other  manufacturing  cost. 
(3).  Materials  are  requisitioned  from  stores  $20,000  for  direct 

use  in.  factory  production. 
(4.),  Cash  Js  received  from  the  general  office  for  the  payroll, 

and  the  payroll  is  paid,  $18,000. 
(5).  Depreciation  on  plant  and  equipment,  10^  of  cost  is  record- 
ed. 
(6).  Work  in  process  is  completed  which  has  a  total  cost  of 

$  38,000/ 
(7).  Sales  revenue  $  60,000,  for  sale  of  product  with  a  factory? 

cost  of  $4-1,000,  Accounts  receivable  are  reported,  billed 

and  collected  by  the  general  office. 

The  branch  will  make  the  following  entries s 

(1) 

Materials  35,000 

General  Office  » 35,000 

To  record  receipt  of  materials. 
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Work  in  Process  ..o. .••  15,000 

Factory  Burden  ..•.«.««aoe»» 5,000 

Payroll 18,000 

To  accrue  the  payroll. 

(5) 
Work  in  Process  ..••.•.«••••• 20,000 

Materials ..•••. , 2a,000 

To  record  the  use  of  materials. 

(4) 
Cash  in  Bank  >oo.». ••••••• 18, 000 

General  Office  .o..... 18,000 

To  record  receipt  of  cash. 

(4) 

Payroll  ...oooo 18,000 

Cash  in  Bank , 18,000 

To  record  payment  of  payroll. 

(5) 
Factory  Burden 17,500 

Allowance  for  Bepreciation 17,500 

(6) 

Finished  Product  58,000 

Work  in  Process 58,000 

(7) 

General  Office  60,000 

Sales 60,000 

To  record  sales  revenue  and  charge  accounts 
receivable  reported  to  the  general  office, 

(7) 

Factory  Cost  of  Sales 41,000 

Finished  Product <.<, o....  41,000 

To  record  the  cost  of  product  sold. 

(8) 

Work  in  Process 40,500 

Factory  Burden 40,500 

A  report  of  sales  and  factory  cost  of  sales  vd.ll  be  made 
to  the  general  office.  This  requires  entries  at  the  branch  as  follows. 
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(9) 
Sales 60,000 

Factory  Cost  of  Sales  41,000 

General  Office • 19,000 

To  transfer  sales  and  factory  cost  of 

sales  to  tbe  general  office. 

When  the  above  entries  are  posted,  the  ledger  of  the  branch 
will  have  balances  as  follows. 

Cash  in  Bank  •••••.....••••••••.•.$  5,000  ,..^. 

Cash  on  Hand  ..••• 1,000 

Work  in  Process  ••• • 60,500 

Materials  22,000 

Finished  Product 8,000 

Plant  and  Eqtdpment 175,000 

Allowance  for  Depreciation  $  59,500 

General  Office  ,. 212.000 

$271,500 $271,500 


The  general  office  will  make  entries  whenever  there  is  a 
tremsfer  of  any  accounting  data  between  the  two  offices.  In  the 
above  illustration  the  general  office  will  make  entries  to  correspond 
with  those  of  the  branch  office  as  follows. 

(1) 

Operating  Branch 35,000 

Accounts  Payable  ..••••••• 35,000 

To  record  materials  purchased  for  the 
branch.  ^-  ;•,'»•■*■><-;-.  j--;-'  ■-■  - 

(4)   ■ 

Operating  Branch  ....• 18,000 

Cash 18,000 

To  record  cash  sent  to  branch. 

(7) 
Accounts  Receivable  .............  60,000 

Operating  Branch 60,000 

To  record  accounts  receivable  reported 
by  the  branch. 

Operating  Branch 19,000 

Factory  Cost  of  Sales  41,000 

Sales 60,000 

To  record  sales  and  factory  cost  of 
sales  reported  by  the  branch. 
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The  ledger  accotints  on  which  the  new  trial  balance  above  is  based 
are  as  follows  : 


CASH  IN  BANK 


Bal.  5,000  » 
U)     18,000  ' 


18,000 


CASH  ON  HAND 


Bal,  1,000 


Bal. 
(1) 


Bal 
(6) 


MATERIALS 


7,000  'TJy   20,000 
35,000  ' 
I 

I 

? 
I 

FINISHED  PRODUCT 

TrJ    a,  000 


11,000 
38,000 


WORK  IN  PROCESS 


Bal. 

23,000 

(6) 

38,000 

S^! 

15,000 

(3) 

20,000 

(8) 

A0,500 

FACTORY' BIJSPSN 


Bal.  20,000 
(2)  3,000 
(5)   17,500 


(8)       40,Sj00 


ALLOWANCE  FOR  DEPRECIATION 


Bal. 
(5) 


42,000 
17,900 


PLANT  AND  EQUIPMENT 


Bal.  175,000 


GENERAL  OFFICE 


FACTORY  COST  OF  SALES 


(7)  60,000  'Bal. 
•(1) 

•U) 

•(9) 
1  ' 

1 

200,000 
35,000 
18,000 
19,000 

(tT 

A1,000  '(9)  a, 000 

> 

1 
1 
1 
1 

SALES 

K 

FAYF.0LL 

(9)  60,000  '(7) 

60,000 

(4) 

18,00n  '(2)  18,000 

1 
1 

-  _ 

Chapter  13   THE  DESIGN  OF  JOURNALS 

THE  FUNCTION  OF  JOURNALS.  We  have  illustrated  the  analysis  and  re- 
cording of  business  transactions  in  ledger  accounts.  The  ledger 
accounts  classify  the  data  of  transactions  in  a  form  which  is  usefiol 
in  the  preparation  of  financial  statements.  We  have  seen  that  every 
transactions  affects  at  least  two  accounts.  Accor-^.nely  the  different 
parts  of  a  transaction  which  require  separate  entries  are  separated 
such  as  to  lose  the  unity  of  the  transaction.  The  invoice  which 
describes  the  entire  transaction  may  be  filed,  but  easy  reference  is 
someiimes  difficult  and  this  form  of  record  is  not  as  permaji'^ntly 
available  as  are  the  books  of  account.  There  is  need  for  a  record  in 
which  all  parts  of  each  transaction  are  recorded  in  one  place.  For 
this  purpose  a  journal  is  used.  In  a  journal  all  the  debit  and 
credit  entries  are  recorded  together. 

•Thus  in  a  journal  (l)  an  entire  transaction  is  recorded  in 
one  place,  (2)  the  transaction  is  explained  as  a  whole,  and  (3)  the 
transactions  are  recorded  in  chronological  order,  or  according  to  time. 

Usually  there  are  many  journals  in  a  complete  set  of  account- 
ing records,  but  each  transaction  is  recorded  in  only  one  joxirnal. 
The  use  of  many  journals  helps  to  classify  transactions  in  part. 
Special  journals  may  be  used  to  record  similar  transactions.  The 
simplest  form  of  journal  has  only  two  money  columns,  one  for  debit 
entries  and  one  for  credit  entries.  While  this  form  is  the  simplest, 
it  is  at  the  same  time  suitable  for  the  greatest  variety  of  trans- 
actions. It  is  called  the  general  Journal  because  it  can  be  used 
to  record  all  Txnclassif led  transactions. 

For  example  assume  the  following  transactions. 

(1)  January  2,  Shares  of  stock  are  issued  by  the  company  for  cash 
$  100,000. 

(2)  January  3»  '"ffice  fxirniture  is  pturchased  for  cash  $  250, 

(3)  January  10,  Office  expense  is  paid  in  cash,  $  150 

(^)  Janiiary  15,  >l3rchandise  is  purchased  for  cash  $  10,000 

(5)  January  20,  Merchandise  is  returned  to  the  vendor  $  1,000 

(6)  January  21,  Sales  are  made  for  cash  |2,500 

(7)  January  22,  A  sale  on  credit  is  made  to  Omar  Achmad  for  $  600 

(8)  January  25,  A  sale  is  made  to  Abdul  Rachman  on  credit  for  |  800 

(9)  January  30,  Collect  $  300  from  Omar  Achmad, 
(lO)yJan\aary  31,  Sale  on  credit  to  M.  Hardono  $  900 
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The  two  coltmin  journal  entries  for  these  transactions  are  as  follows! 

GENERAL  JOURNAL 


Date 


Exrplanatioa 


Januaiy  2 

Capital  Stock  ...........'. 

To  record  issue  of  shares  for 
cash, 

January  3 

Office  Furniture 

Cash .,.., 

Purchase  of  a  desk  for  cash 

January  10 

Office  Expense 

Cash  ,...,...,.... 

Paid  Office  expense  in  cash 


o  •  a  o  9  o  o 


"^anuary  15 
^rchandise. . . . . . . . 

Cash 

Purchase  of  merchadise  for  casR 

January  20 

Merchandise   .,..„ 

Returned  merchandise  for  a 
refund 

January  21 
Cash  o 

Sales o.a..o 

Cash  sale  for  $  2,500 

Jamaary  22 

Omar  Achmad  

Sales , , 

Sale  to  Omar  Achmad  $600 
January  25 

AbdiJ.  Rachman 

Sales  .......o 

Credit  Sale  to  Abdtil  Rahman 
Janxiary  30 

Cash 

Omar  Ahmad 

Collection  from  Omar  Achmad 

JanTiary  31 
M,  Hardono  .  = .  „ . , . 
oaxes  o.ott...^* 
Sold  oB  credit  to  M,  Hardono 


Oi  f: 


oe««ooo«e 


R 


Debit 


100,000 


250 


150 


10,000 


1,000 


2,500 


600 


800 


300 


900 


Credit 


t 
t 

!v 
i, 

I 

t 

I 
I 
t 
I 
I 
I 
I 
I 
t 
I 
f 
I 
I 
I 
I 
I 

'.'-*■ 
I 
t 
t 
I 
I 
« 
I 
I 
I 
I 
I 
I 
t 
I 
I 
t 

I 
t 

I 
I 
t 
t 


100,000 


250 


150 


10,000 


1,000 


2,500 


600 


800 


300 


900 
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As  noted  above  there  are  three  useful  features  about  the  ■' 
journal.  Each  transaction  is  recorded  entirely  in  one  place.  The 
transactions  can  be  located  easily  because  they  are  recorded  in 
chronological  order.  Third  there  is  place  for  an  ordinary  explanation 
about  each  transaction,  which  is  not  possible  in  ledger  accounts  be- 
cause of  lack  of  proper  space. 

/the'  .  . 
SPECIAL  JOURNALS.  It  is  seen  in  the  above  example  that  sometimes 
many  entries  are  made  on  the  same  side  ofj/deae  accounts.  The  receipt 
of  cash  may  occur  often.  If  all  cash  receipts  can  be  recorded  to- 
gether, as  in  a  special  journal  the  debits  may  be  added  and  the  total 
transferred  to  the  cash  account  in  the  ledger  as  a  single  item.  In 
such  special  journal  only  cash  can  be  debited,  but  any  account  can 
be  credited.  Also  if  all  cash  payments  can  be  recorded  together  and 
added,  the  cash  account  can  be  credited  with  the  total  cash  payments. 
There  can  be  a  great  saving  in  time  therefore  if  a  special  jotimal 
is  provided  for  recording  and  adding  the  transactions  which  require 
like  posting, to  the  ledger.  .Using  the  same  transactions  as  in  the 
above  example,  the  cash  receipts  transactions  may  be  recorded  in 
a  special  joxirnal  as  follows: 

CASH  RECEIPTS  JOURNAL 


Date 

Account  Credited 

Explanation 

R  ' 

Amotint 

Jan.  2 
Jan. 20 

Capital  Stock  

Merchandise  ......... 

'« 

100,000 
1,000 

Jan. 21 

Sales  .•.•.....«•.... 

2,500 

Jan. 22 

Sales 

600 

Jan. 25 

Sales  

800 

Jan. 30 

Omar  Achmad  ..,,...,, 

300 

105,200 

Jan.30 

Total  Cash  Debit  .... 

This  journal,  like  all  special  journals,  requires  that  only 
one  entry  actually  to  be  written.  But  at  the  same  time  the  data  of 
double  entries  is  available.  The  credits  are  transferred  to  the 
ledger,  each  one  separately.  The  total  of  all  equals  the  total  amoun' 
of  cash  received,  ^ence  the  total  can  be  transferred  to  the  debit 
of  cash  as  a  single  item,  ■'ti  this  example  the  six  transactions  can 
be  recorded  in  the  ledger  by  only  seven  entries,  ^ach  of  the  six 
items  is  credited  to  the  account  indicated.  'Jet  as  much  useful  ia- 
formation  is  available  as  if  there  were  twelve  entries.  There  is  no 
essential  information  lost  by  the  transfer  of  cash  $105,200  as  a 
single  item, 

A  similar  journal  can  be  used  for  cash  payments.  In  this 
case  only  individtial  debit  accounts  are  recorded.  The  total  equals 
cash  payments  and  can  be  posted  to  the  credit  of  the  cash  account 
as  a  single  item.  The  individual  debit  entries  are  posted  as  writteno 

The  same  may  be  done  for  sales.  A  business  usually  has  a 
large  number  of  sales  during  any  fiscal  period  such  as  a  month. 
Every  sale  requires  that  a  credit  be  ir.ade  in  the  sales  account.  If 
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all  sales  are  recorded  in  a  special  jouraal,  only  the  debit  entries 
need  be  written.  The  total  represents  the  amount  of  credits  which 
should  be  made  in  the  sales  account.  Using  the  above  transactions 
again,  the  sales  may  be  recorded  in  a  special  sales  journal  as 
follows  s 

SALES  JOURNAL 


Date 


Account  Debited 


Explanation   •  R 


Jan.  22'  Cash  

Jan.  22'  Omar  Achmad 

25'  Abdul  Rachman  .... 

31'  H.  Hardono  

'  Total  sale  credit 


Amount 

2,500 
600 
800 
900 

*,800 


Sometimes  it  is  desirable  to  classify  sales  by  product,  by 
territory,  or  by  class  of  customer.  This  can  be  done  easily  by  using 
many  special  columns  in  the  sales  journal.  As  many  columns  as  desired 
may  be  added  for  the  different  classes  of  sales.  Each  class  of  sale 
then  is  entered  in  the  propet  colvmrn.  Each  total  can  be  posted  to  a 
different  sales  revenue  account  in  the  ledgero  A  many  column  sales 
jotirnal  may  be  designed  as  follows? 


Date 


Customer 


SALES  JOURNAL 

R    Accounts 
Receivable 


Sales  A 
Cr 


Sales  B 
Cr 


Sales  C 
Cr 


It  is  often  useful  to  the  '     management  of  a  compan;'  to 
classify  sales  by  products,  territories,  salesmen,  or  class  of  cus-- 
tomer.  But  the  classification  of  sales  by  product,  etc.  for  purposes 
of  computing  income  usually  is  not  very  usefiil.  Difficulty  arises 
not  in  the  revenue  but  in  the  proper  assignment  of  expenses. 

The  principle  of  using  special  joiurials  and  adding  special 
column  in  each  can  be  extended.  Often  many  transactions  are  similar 
on  both  sides  of  the  ledger.  For  instance,  many  sales  are  for  cash. 
In  this  case  a  journal  can  be  designed  in  which  both  debit  entrieq^ 
are  added.  If  the  debit  entries  and  credit  entries  both  can  be  posted 
in  total,  there  can  be  a  very  great  saving  in  the  number  of  account 
titles  written.  This  is  done  by  using  special  columns  in  any  desired 
journal  which  is  in  use.  For  instance,  we  can  modify  a  cash  receipts 
journal  such  that  cash  sales  are  recorded  therein.  Both  the  cash  sales 
and  the  cash  receipts  can  be  posted  to  the  ledger  in  total  as  indi- 

/and  credit  entries 
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cated  in  the  headings  of  the  cash  Receipts  Journal  jas  follows 

CASH  RECEIPTS  JOURNAL 


Date  '  Accotmt  Title 

Jan.  2'  Capital  Stock 
20'  Merchandise 
21' 
22' 
25' 

30'  Omar  Achmad 
I 


'  R  '  General  Or. 'Sales  Cr'  Cash  Dr 


•  100,000 

100,000 

'    1,000 

'    1,000  . 

'  2,500 

'    2,500 

600 

'     600 

800 

800 

•      300 

300 

'  101,300 

■1.1:  :  .. :  i.i.L.-:i-J 

3,900  '  105,200 

The  cash  sales  are  recorded  in  both  the  Sales  credit  col\inin 
and  the  Cash  debit  coliunn.  The  total  Sales  credit  $  3,900  is  posted 
to  the  credit  of Sales  in  the  ledger.  Only  one  posting  is  made  for  /cash 
all  the/ sales  .  The  total  of  the  Cash  Debit  coliimn  $  105,200  is  posted 
to  the  debit  of  Cash  in  the  ledger.  Only  one  posting  is  made  for  all 
cash  received.  Credit  entries  which  are  not  for  sales  are  recorded  in 
a  general  credit  column.-.  Each  item  recorded  in  the  general  credit 
coliimn  is  posted  separately  according  to  the  account  title  indicated. 

Sales  on  credit*  like  that  made  to  M,  Hardono,  are  reco^rded 
in  the  Sales  Journal  only.  Thus  the  Sales  account  in  the  ledger  will 
have  two  postings,  one  for  total  cash  sales  transferred  from  the  cash 
receipts  journal,  and  one  for  total  sales  on  credit  transferred  from 
the  sales  journal.  It  is  possible  to  design  a  cash  receipts  journal 
with  a  sales  credit  column,  as  we  have  done  here,  or  instead  it  is 
possible  to  design  a  sales  joiirnal  with  a  cash  debit  coltunn.  If  both 
the  debit  and  credit  entries  for  transactions  are  to  be  posted  in  to-- 
tal,-  there  is  an  overlapping,  or  a  conflict,  between  the  use  of  two 
special  journals  for  recording  the  transactions.  It  must  be  deoidedj, 
sometimes  arbitrarily,  into  which  journal  the  transactions  will  be 
recorded.  A  record  in  only  one  journal  usually  is  sufficient. 

In  case  use  of  the  cash  receipts  or  the  cash  payments  jour= 
nals  is  in  conflict  with  any  other  journal,  the  cash  journal  is  pre= 
f erred  over  the  use  of  any  other  journal.  It  is  good  accounting  pro"= 
cedure  to  have  all  cash  receipts  recorded  in  one  journal  because  this 
gives  better  control  over  the  accounting  for  cash  than  is  possible  if 
some  cash  is  recorded  other  jovirnals.  This  is  important  because  ca^h 
lends  itself  easier  to  theft  and  fraud  than  do  many  of  the  other  items 
which  are  accounted  for.  On  the  other  hand,  there  is  no  great  disad-^- 
vantage  in  having  some  sales  revenue  recorded  in  the  cash  receipts 
journal  and  other  sales  revenue  recorded  in  a  sales  journalo  The  two 
records  of  sales  are  confliined  after  they  are  both  posted  to  the  s^les 
account  in  the  ledger. 

There  are  other  possible  useful  combinations  in  applica^tlon 
of  the  principle  of  providing  for  posting  totals,  but  they  need  not 
be  discussed  fully  here.  The  student  should  explore  some  of  the 
possibilities  himself.  The  principle  of  adding  special  coltmmg  for 
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entry  and  posting  in  total  can  be  extended  almost  indefinitely.  There 
is  possible  application  in  a  speeial  purchases  jotimal  or  voucher 
re^ster.  Purchases  lend  themselves  well  to  the  use  of  a  special 
journal.  The  purchase  procedure  is  under  separate  control.  The 
design  of  the  journal  may  be  exactly  like  that  of  the  sales  journal^ 
but  the  various  columns  are  appropriately  labelled.  Each  purchase 
requires  only  a  debit  entry  to  be  written.  The  credit  entryj  usually  is 
cash  or  accounts  payable.  This  total  is  posted  to  the  debit  of  purchases. 
The  several  credits  are  made  to  various  accounts. 


THE  VOUCHER  REGISTER.  A  journal  for  recording  purchases  is  discussed 
elsewhere  under  the  title  of  voucher  register.  The  recording  of 
purchases  is  closely  related  to  the  control  of  cash  payments.  Ifeder 
a  carefully  controlled  system  of  cash  payments^  the  cost  of  all  pur- 
chases is  debited  to  the  proper  cost  accoutit  and  credited  to  vo'achers 
payable.  The  voucher  payable  authorizes  payment  of  the  liability  in 
cash.  Accordingly  all  purchases  of  whatever  kind  are  recorded  in  a 
special  journal  which  has  many  special  debit  columns  for  classifying 
the  costs  of  all  items  purchased.  Every  purchase  reqTjires  a  credit  to 
vouchers  payable.  The  vouchers  register j,  which  also  may  be  called  a 
ptirchases  journal  or  an  invoice  register^  may  be  designed  8s  follows. 

VOUCHER  REGISTER 


Date 


Remarks 


Check 
No. 


Voucher 'Voucher 'Purchase 'Selling 'Adminis- 'Supplies 


No. 


'Payable 

'  Cr. 

t 


Dr. 


'Expense 
Dr. 


trative 

Expense 

Dr. 


Dr. 


First,  an  approved  voucher  is  prepared  which  gives  authority  for  re- 
cording, the  purchase  cost  and  the  liability.  Each  purciiase  is  re- 
corded on  one  line.  An  entry  is  made  also  in  the  vouchers  payable 
column  for  each  purchase.  The  cost  of  any  item  purchased  may  be  re^ 
corded  in  one  of  the  special  debit  colums.  In  this  illustration  all 
special  coltmms  are  for  debit  entries  except  the  liability  columnp 
voucher  payable.  The  vouchers  payable  credit  column  is  placed  first 
because  it  is  the  most  used.  The  same  amount  is  entered  also  on  the 
same  line  in  one  of  the  debit  columns.  At  the  end  of  a  month  or  other 
appropriate  period,  all  columns  are  added  and  the  equality  of  all 
debits  and  credits  for  the  journal  is  tested.  The  total  of  each  co- 
lumn is  then  posted  to  the  account  in  the  ledger  as  Indicated  in  the 
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heading  of  the  colTomn, 

At  times  there  may  be  need  of  a  general  debit  column  in  which 
any  debit  may  be  entered.  Some  kinds  of  entries  are  too  few  to  justi- 
fy a  special  column  for  each.  The  title  may  be  written  in  the  Remarks 
colxann.  Also  there  is  need  sometimes  for  a  credit  entry  which  is  not 
made  to  vouchers  payable.  For  this  purpose  a  general  credit  column 
may  be  added  and  the  account  title  can  be  recorded  in  the  T?emarks 
column. 

Some  of  the  columns  represent  data  to  be  posted  to  a  control- 
ling account.  In  this  case  there  must  be  a  posting  to  the  control 
account  in  total  and  also  to  a  subsidiary  ledger  in  detail.  When  a 
posting  is  required  to  be  made  in  a  subsidiary  ledger,  the  subsid,iary 
account  title  can  be  written  in  the  Remarks  column.  To  indicate  that 
posting  has  been  made,  reference  column  "R"  is  used.  This  column  is 
omitted  in  the  present  example  for  brevity  and  lack  of  space.  It 
should  appear  in  all  Journals.  After  the  entire  journal  is  posted  to 
the  ledger,  the  totals  should  be  blocked  off  by  double  ruled  lines. 
These  double  lines  separate  the  entries  now  posted  from  entries  to  be 
made  below  during  the  following  accounting  period. 

GENERAL  JOURNAL  AND  CONTROLLING  ACCOUNTS,  When  controlling  accounts 
are  used,  entries  for  the  controlling  account  can  be  written  in  a 
special  column  provided  for  the  purpose.  This  may  be  done  4n  any 
journal*  This  makes  it   possible  to  post  just  the  total  to  the  control- 
ling accotint.  But  the  items  also  must  be  posted  to  the  proper  subsi- 
diary ledger  accounts.  This  is  done  by  posting  the  individual  entries 
in  the  column.  The  subsidiary  ledger  title  always  must  be  written  for 
each  entry. 

Sometimes  entries  must  be  made  for  which  no  special  journal 
is  in  use.  Such  entries  always  can  be  made  in  the  general  journal. 
There  is  difficulty  however  when  one  of  the  entries  is  to  a  controlling 
account.  In  a  simple  two  coltmm  Journal  there  is  no  provision  for 
duplicate  posting  to  the  subsidiary  ledger.  However  the  entry  must 
be  made  in  some  manner,  ■'•his  can  be  provided  for  easily  by  adding 
columns  for  subsidiary  ledger  entries.  The  general  journal  then  li- 
terally has  foTir  money  colimmsj  yet  it  is  essentially  the  original  two 
column  journal,  A  subsidiary  ledger  debit  and  a  subsidiary  ledger 
credit  column  are  added  to  supplement  the  two  general  ledger  columns. 
This  technique  is  a  convenient  device  with  which  the  beginning  student 
should  become  familiar,  '^he   principle  of  procedure  is  to  record  .the 
entire  transaction  analysed  in  terms  of  general  ledger  accounts  just 
as  if  no  subsidiary  ledger  entries  were  necessary.  Following  these 
complete  summary  entries  of  the  transaction,  the  subsidiary  accounts 
are  recorded  in  as  great  number  and  detail  as  the  subsidiary  ledger 
requires.  The  subsidiary  entries  which  support  each  control  account 
entry  should  be  grouped,  totalled,  and  blocked  off  for  easy  comparison 
with  their  controlling  account  entry.  By  grouping  these  in  the  same 
order  relative  to  their  related  controlling  account  entries,  their 
identity  is  easily  observed. 

Credit  entries  in  a  general  journal  usually  are  identified 
by  identing  the  accotmt  title  to  the  right  as  well  as  recording  the 
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amoixnt  in  the  credit  col^umn  providedo  No  such  identation  shoiild  be 
made  with  subsidiary  ledger  credits  In  this  form  of  journal,,  The 
form  for  the  total  transaction  is  more  easily  read  at  a  glance  if  the 
margins  of  all  subsidiary  entries  are  kept  in  a  straight  line.  The 
entries  made  in  proper  sequence  agree  with  the  corresponsirxg  control 
entry.  Hare  orderly  form  is  especially  important„  The  en-*:lre  trans° 
action  shoiild  be  made  to  stand  out  as  a  tinit.  Yet  all  parts  must  be 
entered  in  a  conventional  orderly  manns"o  It  is  especially  object- 
ionable to  split  the  parts  of  the  general  ledger  transaction  by  in= 
troducing  subsidiary  entries  before  all  general  ledger  entries  are 
complete.  Some  have  said  that  in  the  use  of  this  forms,  *'-ie  sub= 
sidiary  accounts  are  an  explanation  of  the  general  ledger  entries. 
The  subsidiary  accounts  are  much  more  than  that.  They  rtally  coaa-= 
titute  the  basic  entries.  The  control  entries  depend  on  the  sub- 
sidiary entries  and  not  vice  versa.  The  explanation  of  the  tranS" 
action  as  a  imit  is  in  no  way  affected  by  the  use  of  control  and 
subsidiary  accounts.  The  explanation  of  the  transaction  is  added  in 
the  usual  way  following  all  the  entries  which  must  be  posted. 

To  illustrate,  let  us  first  assume  the  simplest  kind  of 
example.  Suppose  that  accounts  receivable  are  tc  be  pcs'ted  to  a 
control  account  in  total  and  individually  to  a  subsidiary  ledger. 
In  this  simple  illustration  M,  Tuniarto^  a  custcmer^  gives  a  note 
for  the  balance  of  his  accoTont,  $1,000.  ■^he  company  customarily 
accounts  for  notes  receivable  separate  from  open  accounts  receivable. 
The  journal  entries  then  are  as  follows. 


GENERAL  JOURNAL 


'Subsidiary  Ledger  ' 

.General  Led.ger 

Notes  Receivable  ,,00000, .00,0.0'        '         ' 

Is 000' 

Accounts  Receivable  Control   '        '         ' 

'  IpOOO 

M.  Timiarto  0,000,0,00,00,,,,,..'        '   IpOOO  ' 

To  record  a  note  receivable  from'        '         ' 

M.  Tuniarto  on  this  credit  ac-  '        '        ' 

count 0.,,,,..,.,,.,.,, '       '        ' 

Usually  there  are  but  few  cijrrent  transactions  to  be  record- 
ed iia  the  general  journal.         It  is  more  efficient  procedure  to 
use  several  special  joiu-nalSj,  and  to  extend  the  special  journals  as 
needed  by  adding  special/for  posting  totals,  ^ut   in  many  instances 
there  is  need  to  record  both  control  and  subsidiary  accounts  in  the 
general  joTirnal,  Fxmctional  expense  accounts  are  cf  great  importances, 
but  greater  detail  is  also  desired.  Hence  there  sgould  be  a  control^ 
ling  account  for  the  summary  functional  expense  and  subsidiary  entries 
for  the  detail.  These  expense  accounts  are  debited  for  the  most  part 
by  entries  in  the  invoice  or  voucher  register.  But  in  making  accrtials 
and  other  adjustments  at  the  end  cf  a  fiscal  period,  the  general 
journal  is  used.  Also  in  closing  these  accounts  into  the  income,  or 
profit  and  loss  surrjnary,  bdth  the  control  aecotmt  and  the  subsidiary 
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accounts  must  be  closed. 

Assume  that  at  the  end  of  a  year  $1,500  expired  insurance 
should  be  distributed  to  many  departmental  cost  control  accounts. 
Of  this  amount  of  %   1,500,  $  600  is  chargeable  to  Factory  Biorden 
Control,  I  4-00  is  chargeable  to  selling  expense  for  insTirance  on  equip- 
ment, and  1500  is  chargeable  to  Administrative  Expense  for  insuraning 
officd  equipment. 

Suppose  also  that  unpaid  wages  are  accured  at  the  end  of 
the  year^  $24.,300,  Of  this  amotint  $5,000  is  for  direct  factory  labor j, 
%   6,000  is  for  indirect  factory  labor,  $7,800  is  for  salesmen  salariesj, 
and  $5,500  is  for  office  salaries. 

These  two  assumed  transactions  are  recorded  as  follows s 


GENERAL  JOURNAL 


Subsidiary  Ledger 


Dr 


Or 


General  Ledger 


Dr 


Or 


December  31 

Factory  Burden  Control  

Selling  Expense  Control , 

Administrative  Expense  Control  ., 

Unexpired  Insurance  

Insurance  

Insurance  

Insxurance  

To  record  expired  insurance  for  the 
year  and  distribute  the  cost  to  the 
departments, 

December  31 

Work  in  Process  Control  

Factory  Burden  Control  

Selling  Expense  Control  ,,,,. 

Administrative  Expense  Control  ... 

Accrued  Wages  Payable  ,, 

Direct  Labor  

Indirect  Labor 

Commission , •,,.,.•• 

Salaries  

To  accrue  wages  and  salaries  at  the 
end  of  the  year. 


600 
^00 
500 


600 
400 
500 


1,500 


5,000 

6,000 

7,000  '-     7,800 

5,500  ■ 


5*000 
6.000 
7.800 
^^00 


24,300 


A  better  illustration  of  the  use  of  this  form  is  possible 
when  there  are  many  subsidiary  accounts  which  pertain  to  the  same 
control  account.  This  is  especially  applicable  in  certain  governmental 
accotmting  where  both  many  contro}  and  subsidiary  accounts  are  use\do 
In  this  case  budget  entries  are  made  in  the  journals  and  carried 
through  the  ledger  in  the  same  form  as  are  the  transactions  of  actual 
performance.  We  will  illustrate  by  assuming  the  following  budget  which 


154 


should  be  entered  in  transaction  form 


Estimated  revenue  from  § 

JJ!1C0ID.@      u33C.6S      •ooo«ooao«*%oe»«90oo 

Licenses 

Parking  meters 

Fines  and  Penalties  . 


oooAao9«»ooooo«ooooa9«o 
oooo«ooo*o«o 


Total 


$  25,000 

175,000 

15,000 

9.000 

»000 


oooo«o*«a*«990«a*i>ooo 


Appropriations  s 
City  Coxmcil 
Police  Department  ....... .oo.oa.. 

Fire  Department  .,,,„,„<,,...„,  =  .. 
Street  Repair 
Salaries  .. 
Total 


oootto  oaooooooaoooos* 


'  O  Q  O  •  O  < 


roooaoooooaoaooaoooooaoo 


6,000 
80,000 
65,000 
50,000 
19.000 


$  220»000 


In  general  journal  form,  the  entries  for  both  the  control  accounts  and 
the  subsidairy  accounts  are  made  as  followso 


GENERAL  JOURNAL 


»  Subsidiai 

y  Led 

ger 

General  Ledger 

Estimated  Revenue  Control  ..c* 
Auprispilatioa  Ctmia'ol, » » o , .. 

rSttZ^X^lS  •    '   -•'foeoooB-J-soaoooaoa 

Property  Taxes  o  • .  o  o  e  o  o « o  a  a  o  o  o  o 

J-I1C0II16      -^3X63      oaoooaooooooooeoao 

Licenses   ....,.....oa<>.o....... 

j^aricing  meters  oooooooooooooooo 
Fines  and  Penalties  ,,o ,..,... , 

'  2  5,000 
'17,5,000 
'  15,000 
'     9,000 
'     A, 000 

228, 

000' 

220,000 
8,000 

228,000 

'       6,000 
80,000 
'     65,000 
'     50,000^ 
'     19,000 

City  Council o.«.. 

Police  department  ,,.o,.o,«o.o« 
Fire  Department  <,o..<,o<.o»oo<.o.. 

O'0T'66T*     -LlGpS  X^TS      oaaaooooooaoaooo 
^3JLSI*X6S      aaooaeoooooooaaeaooooo 

1 

'  220, 

000 

To  record  the  budget 

The  general  ledger  columns  are  essentially  like  the  simple 
two  column  journal  with  which  we  are  familiar »  The  subsidiary  ledger 
columns  support  the  entries  in  the  general  ledger  columns.  The  sub-^ 
sidiary  ledger  columns  usually  do  not  balance,  but  the  totals  shown 
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must  agree  with  the  different  control  accoiints  recorded  above.  The 
subsidiary  entries  should  be  totalled  and  blocked  off  for  easy  com- 
parison with  the  appropriate  controlling  account  entry,  ^hig  simple 
form  of  journal  makes  sufficient  provision  for  posting  to  the  subsidi- 
ary ledgers,  ^rom  the  standpoint  of  bookkeeping  aechanics  the  order- 
ly recording  and  posting  of  subsidiary  accounts  is  most  important.. 
Good  form  requires  that  a  transaction  be  recorded  and  set  off  to  look 
like  a  distinct  and  homogenous  tmit.  General  ledger  debit  entries 
should  be  completed  first,  then  they  should  be  followed  by  all  general 
ledger  credit  entries.  All  subsidiary  entries  should  follow  the  ere-- 
dits  of  the  general  ledger  entries.   he  explanation  of  the  entire 
transaction  then  follows  the  subsidiary  entries.  The  subsidiary 
entries  should  be  grouped  such  that  each  group  pertaining  to  a  given 
control  can  be  totalled  and  compared  easily  with  its  corresponding 
control  account.  Identification  is  easy  if  control  accoimts  and  their 
corresponding  subsidiary  groups  are  recorded  in  the  same  order  relatively. 

EXTENEED  CASH  JOURML.  One  of  the  most  useful  journals,  especially  for 
a  relatively  small  enterprise  where  machine  bookkeeping  techniques  are 
not  in  use,  is  the  multiple  coliomn  cash  journal,  ^ere,  as  always  if 
possible,  the  handling  of  cash  receipts  should  be  separated  from  the 
handling  of  the  cash  payments.  Different  individuals  should  be  res- 
ponsible for  recording  the  receipt  and  the  payments  for  the  sake  of 
better  control  of  cash,  ^ut  in  a  small  enterprise  this  is  not  always 
possible.  ""' 

Usually  the  sources  i f  cash  receipt  for  a  business  are  fewer 
in  number  than  are  the  purpos*  of  cash  payments*  fience  the  cash  pay- 
ments journal  will  appear  the  more  complex,  ^he  purposes  of  cash  pay- 
ment are  always  recorded  asdebits.  "ence  for  each  account  which  should 
be  debited  because  of  a  cash  payment,  there  may  be  a  special  cDlunm 
used  for  posting  the  total,  -^f  it  is  seen  that  many  entries  will  be 
made  in  a  certain  account,  then  this  accotuit  should  have  a  special 
column  in  the  cash  payments  journal.  But  if  the  entries  which  will 
be  made  on  one  side  of  an  account  are  very  few,  then  use  of  a  special 
column  is  not  justified.  Then  there  should  be  a  general  debit  column 
for  recording  the  miscellaneous  debit  entries,  ^he  debit  account 
title  must  be  written  for  each  entry. 

This  type  of  cash  journal  has  special  application  when  no 
voucher  and  a  check  writing  system  is  in  use,  It  is  also  a  form  which 
may  be  used  by  an  imprest  cashier  who  pays  in  currency.  The  form  may- 
be illustrtated  as  follows  s 


CASH  PAYMENTS  JOURNAL 

Date 

Remark 

R 

Cash 
'  Cr. 

Purchases 
Dr 

SuTOlies 

General 
Expense  Dr 

Miso  v.lla- 
neous  1*. 
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A  cash  receipts  journal  may  be  as  follows? 

CASH  RECEIPTS  JOURNAL 


Date 


Remarks 


R 


Cash 
Dr 


'  Accounts 
'  Receivable 


Sales  A 
Cr. 


Sales  B. 
Cr. 


Miscella- 
neous Cr 


In  both  the  cash  payments  journal  with  special  coltunns  and 
the  cash  receipts  journal  with  special  columns,  each  column  is  posted 
to  the  general  ledger  in  total  except  the  miscellaneous  column.  In 
each  case  the  miscellaneous  column  is  posted  to  the  particular  account 
title  which  is  written  in  the  Remarks  column.  If  totals  are  to  be 
posted  there  is  no  need  of  an  account  title  to  be  written.  The  account 
title  appears  in  the  heading  of  the  column.  For  the  most  part  both  the 
debits  and  the  credits  will  be  posted  to  the  ledger  in  total,  so  that 
rarely  do  individual  titles  need  to  be  v;ritten  for  the  transactions. 

It  should  be  clear  that  posting  totals  does  not  mean  that 
we  are  using  a  controlling  account.  Provision  may  be  made  anywhere 
in  any  journal  for  collecting  entries  to  the  same  account  and  posting 
the  total  for  the  sake  of  brevity  and  convenience.  There  is  no  control 
accoiint  in  use  unless  there  is  also  in  use  a  snbs'' diary  ledger  to 
which  duplicate  posting  is  made  in  detail.  It  is  not  always  neces- 
sary to  post  a  total  of  the  detailed  entries  to  a  control  account,  but 
this  is  usually  the  shortest  procedure,  and  no  essential  information 
is  lost  in  so  doing* 

In  a  special  column  joTxrnal  like  the  above  cash  receipts 
journal,  there  are  three  possible  kinds  of  entries  to  be  made  in  the 
Remarks  or  other  similar  column  provided  for  the  purpose.  First,  if 
the  amount  is  entered  in  the  miscellaneous  column,  the  general  ledger 
title  must  be  entered  in  the  ■'^emarks  coltram.  Second,  if  the  special 
column  in  which  the  amount  is  entered  is  for  a  controlling  accoxint, 
then  the  title  of  the  subsidiary  ledger  account  must  be  entered  in 
the  Remarks  column.  Third,  if  the  entries  do  not  use  a  controlling 
account  and  if  both  the  debit  and  the  credit  entries  are  entered  in 
special  columns,  then  the  Remarks  colximn  is  not  needed  for  any  special 
purpose.  Then  it  may  be  left  blank,  or  better,  it  ray  be  used  for  any 
supplementary  remarks  desired. 

In  a  number  of  bookeeping  situations,  such  as  for  clubs,  or 
small  organizations  which  do  not  buy  and  sell  for  profit,  a  cash  re- 
ceipts and  a  cash  payments  journal  may  be  all  the  books  of  accoxint 
that  are  needed.  Usually  one  bookkeeper,  or  treasurer,  is  required 
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to' keep  the  record  of  both  cash  receipts  and  cash  payments.  While 
this  violates  an  important  principle  of  cash  control  procediire, 
sometimes  it  cannot  be  avoided. 

In  cases  like  these  we  would  caution  the  bookeeper  against 
being  too  formalistic  in  his  record  keeping.  In  the  first  place,  he 
will  do  well  to  forget  about  debits  and  credits.  He  does  not  work 
in  a  situation'  which  requires  a  formal  double  entry  bookkeeping 
system.  He  will  rarely,  if  ever,  have  need  of  a  ledger.  His  import- 
ant problem  on  the  one  hand  is  to  account  for  the  sotirces  of  all  cash 
received.  On  the  other  hand  he  should  account  for  the  uses  or  objects 
of  all  cash  payments.  These  sources  and  uses  may  be  classified  to  any 
extent  desirable  in  the  interest  of  both  full  disclosure  and  brevity. 
The  bookkeeper  will  ordinarily  not  need  to  accrue  expenses  and  revenue. 
He  will  accoimt  for  all  revenue  and  expense  on  an  actual  cash  receipt 
and  payment  basis.  It  is  important  in  this  case  however,  that  at  the 
end  of  an  accounting  period  he  has  received  and  paid  all  large  and 
relevant  bills.  His  periodic  report  will  consist  of  a  statement  of 
the  sources  of  cash  receipts  on  the  one  hand,  and  the  purposes  of 
cash  expenditures  on  the  other  hand.  These  are  made  as  adjustments 
to  the  beginning  balance  of  cash.  The  concluding  figure  is  the  cvirrent 
cash  balance  on  hand. 


Chapter  14   PLANT  AND  EQUIPMENT 

All  assets  sometimes  are  classified  into  current  assets  and 
fixed  assets.  Current  assets  is  a  usefril  functional  classifieationo 
They  can  be  converted  quickly.  All  non-current  assets  may  be  callsi 
fixed  assets,  but  this  tells  us  too  little.  Of  more  use  is  a  funct- 
ional classification.  Fixed  assets  which  are  used  in  current  product- 
ion should  be  reported  separately.  They  may  be  called  Plant  and 
Equipment, 

CLASSIFICATION  OF  FIXED  ASSETS.  There  are  many  ways  to  classify  fixed 
assets  but  the  following  is  suggested  as  a  useful  functional  classi- 
fication. 

1,  Plant  and  Equipment 

(a)  Land  which  is  used  as  a  plant  site  or  for  other 
productive  purposes.  This  may  include  certain  land 
improvements  if  they  are  permanent. 

(b)  Buildings  in  which  equipment  and  operations  are 
housed.  This  may  include  a  variety  of  structureso 

(c)  Equipment  includes  both  fixed  and  mobile  install- 
ations  and  machinery.  The  items  should  be  class- 
ified  further  according  to  the  rate  of  deprecia- 
tion. 

(d)  Small  tools. 

2,  Investments  which  are  held  for  earning  or  as  a  speculation. 
This  includes  shares  owned  in  other  enterprises, 

3,  All  other  assets  may  be  named  specifically  without 
classification.  These  would  include  itangible  assets 
not  properly  classified  as  ptot  or  equipment*  It  would 
include  goodwill  and  organization  costs.  Small  items 

may  be  grouped  together  so  long  as  the  total  is  not  large, 

LAND.  Land  differs  from  other  plant  assets  because  it  does  not  depre~ 
ciate.  While  there  are  many  causes  which  result  in  a  decline  in  market 
value  of  land,  this  decline  is  not  identified  with  depreciation.  De- 
preciation is  identified  with  an  inevitable  exhaustion  of  service 
through  use,  age,  or  obsolescence.  Any  decline  in  land  value  is  the 
result  of  market  forces j  the  decline  is  not  associated  with  use. 
Agricultural  land  is  said  to  lose  its  fertility  through  use,  but  the 
extent  of  this  loss  is  in  doubt  unless  the  soil  itself  is  lost  through 
erosion.  But  even  this  is  not  predictable  with  regularity.  At  any 
rate,  loss  in  fertility  is  very  slow  and  may  be  restored  with  proper 
care.  The  land  will  hardly  become  exhausted  completely.  Land  is  not 
subject  to  depreciation  because  it  has  no  predeterminable  limit  to 
its  useftd  life. 

Like  other  assets  purchased,  land  is  initially  valued  at 
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original  cost.  This  figure  remains  on  the  books  continuously. 
Original  cost  of  land  sometimes  is  not  simple  to  determine.  It  in- 
cludes all  necessary  cost  to  place  the  land  in  serviceable  condition. 
This  includes  legal  fees,  past  accrued  taxes,  etc.  Sometimes  old 
structiures  must  be  removed  from  the  land  if  it  is  to  serve  its  later 
purpose.  Such  removal  costs  are  the  cost  of  the  land.  Drainage  and 
filling  cost  should  be  included  if  they  are  permanent.  These  costs 
measure  value  added  to  the  land  for  its  intended  use  and  should  not 
be  added  to  expense  because  the  benefits  accrue  from  futtxre  use  of 
the  land,  N©  land  cost  nor  any  part  of  it  shotild  be  charged  to  the 
expense  of  periodic  operations.  But  land  improvements  may  be  so 
charged  to  operations  if  the  improvements  lose  their  usefulness  with 
time. 

For  illustration  a  piece  of  land  is  purchased  from  the  seller 
for  $  50,000.  Legal  fees,  title  insurance,  surveyor's  fees,  and  real 
estate  agents  fees  of  $  3,000  are  paid.  An  old  building  stands  on  the 
land  and  must  be  removed  before  a  new  building  can  be  constructed. 
The  removal  cost  is  $  2,000.  The  total  cost  of  the  land  is  $55,000. 
There  are  three  cash  expenditures,  all  of  which  should  be  debited  to 
land.  Tearing  down  the  old  building  is  necessary  to  the  construction 

of  the  new  building  hut  it  is  not  part  of  the 
cost  of  the  new  building.  Construction  of  the  new  building  begins  on 
suitable  land.  The  removal  cost  is  part  of  the  cost  of  the  land  be- 
cause it  is  necessary  to  prepare  the  land  site  for  use, 

BUILDINGS.  Buildings  are  among  the  more  permanent  plant  assets.  How- 
ever they  do  depreciate.  Depreciation  may  be  difficult  to  observe 
from  year  to  year  but  it  cannot  be  neglected  for  that  reason.  It  is 
known  that  inevitably  the  day  will  come  when  the  building  will  not  be 
of  further  use.  If  the  probable  day  of  abandonment  is  50  or  100  years 
hence,  one  or  two  per  cent  depreciation  should  be  included  in  operating 
costs  each  year  of  use  beginning  with  the  first.  Age  often  determines 
the  remaining  usefulness  of  building  more  than  does  its  past  service. 
In  fact  it  has  been  observed  that  sometimes  the  life  of  a  building  is 
longer  when  in  .   use  than  when  it  is  vacant.  Economic  circumstances 
may  make  a  building  obsolete  for  oae  purpose,  but  unless  the  structure 
is  highly  specialized  often  it  can  be  devoted  to  other  uses. 

Additions  to  buildings  should  be  treated  as  additions  to  the 
original  asset  and  may  be  included  in  the  same  accoTint  as  the  original 
cost  if  the  same  depreciation  rate  is  applicable.  Improvements  are 
considered  as  additions.  Additions  and  improvements  however  are  not 
to  be  confused  with  ordinary  repairs,  Repairs  are  required  cont:?.nuous'= 
ly  and  should  be  treated  as  expense  when  they  do  not  increase  the 
service  life  of  the  building  beyond  the  original  estimate.  Additions 
and  improvements  are  added  to  the  asset  if  they  increase  the  pros- 
pective service  whether  or  not  they  extend  the  useful  life  of  the 
asset. 

Assume  an  old  building  is  ptirchased  for  $  30,000  and  must 
be  repaired  before  suitable  for  its  present  use.  If  cost  of  repairs 
is  $  5,000  this  should  be  added  to  the  cost  of  the  building.  Similar 
repairs  thereafter  should  be  charged  to  operations.  The  building  has 
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a  cost  of  f  35,000  to  be  depreciated  over  its  prospective  service  life. 

The  cost  of  a  newly  constructed  building  Includes  architects 
fees,  legal  fees,  and  sometimes  other  costs  as  well  as  the  cost  of 
materials  and  labor.  The  cost  of  administrative  office  service  during 
construction  is  also  part  of  the  asset  cost.  If  the  building  is  in- 
sured while  imder  construction,  the  cost  of  insurance  should  be  added 
to  the  cost  of  the  building.  Similar  insurance  later,  after  the 
building  is  in  use,  is  an  operating  cost,  ■'■nterest  on  borrowed  money 
for  the  period  of  construction  sometimes  is  added  to  the  building 
cost.  This  seems  proper  when  interest  is  paid  to  an  outside  lender. 
However  a  question  is  raised  if  interest  is  added  for  use  of  the  owner's 
capital  dxiring  construction.  While  the  cost  of  the  use  of  money  during 
construction  is  similar  in  each  case,  it  is  objectionable  if  allowed 
on  the  owner's  investment.  Interest  on  the  owner's  investment  is  not 
a  cost  which  is  based  on  a  transaction  with  an  independent  party  such 
as  are  the  other  costs.  The  correct  amount  of  interest  paid  to  the 
oxmer  is  not  subject  to  the  usual  measurement.  The  addition  to  the 
asset  would  require  a  credit  in  the  owner's  equity  account*  No  new 
assets  are  created  either  in  liquid  or  other  form.  Neither  income  nor 
a  sovirce  of  additional  investment  should  be  recognized  in  this  kind  of 
situation. 

It  is  sometimes  dlffictilt  to  distinguish  between  additions, 
improvements,  and  extraordinary  repairs.  Every  repair  is  in  some  sense 
an  improvement.  If  repairs  extend  or  improve  usefiJ.ness  of  the  asset 
beyond  a  year,  they  may  be  considered  improvements.  But  in  practice 
it  is  often  expedient'  to  charge  many  large  items  of  repair  to  expense. 
This  is  objectionable  if  it  misrepresents  the  proper  share  of  repair 
expense  for  other  fiscal  periods. 

Sometimes  a  reserve  for  the  equalization  of  repair  cost  is 
used.  This  gives  good  results  if  the  equalization  reserve  is  for  a 
very  short  period  of  time.  If  this  device  is  used  tc  equalize  repairs 
per  period  over  a  long  time  it  is  likely  to  result  in  misreprentation 
of  year  to  year  income.  Suppose  most  repairs  are  done  during  the 
months  of  July  and  August  each  year.  Each  month  of  the  year  should 
bear  one  twelfth  of  the  total  repairs  for  the  year,  ■^his  may  be  done 
by  a  debit  for  repairs  each  month  and  a  credit  to  reserve  for  Repairs 
for  one  twelfth  of  the  estimated  repairs  for  the  year.  In  July  and 
August  when  repairs  are  made  the  total  repair  cost  is  debited  to  the 
Reserve  for  Repairs.  The  income  on  monthly  incom.e  statements  would 
be  misrepresented  if  all  repair  cost  was  borne  by  July  and  August, 
relieving  the  other  ten  months  of  all  repair  cost.  The  service  from 
repairs  may  be  assumed  to  be  about  equal  each  month  of  the  year.  But 
suppose  the  actual  repair  cost  exceeds  the  total  reserve  for  the  year. 
This  debit  balance  should  not  be  deferred  and  be  absorbed  the  next  year. 
If  any  balance  in  the  Reserve  for  Repairs  is  carried  for  mahy  years 
it  is  obvious  that  the  estimated  expense  for  repairs  does  not  equal 
the  actual  cost.  It  is  conceivable  also  that  the  proper  repair  cost 
for  some  periods  is  greater  than  that  for  others.  Artificial  smooth- 
ing devices  for  such  expenses  must  be  used  with  great  care. 

If  a  replacement  is  made  to  part  of  a  building  or  other 
structure  ,  the  estimated  portion  of  original  cost  applicable  to  the 
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old  struct-ure  shoxild  be  removed  grom  the  books.  The  new  replacement 
should  be  recorded  at  cost  as  if  it  had  no  relationship  to  the  old  part^ 
removed.  This  is  necessary  in  order  to  apportion  the  cost  of  service 
properly  to  the  periodic  yearly  expenses. 

EQUIPMENT.  Equipment  includes  a  broad  group  of  assets  which  often  are 
specialized  and  sometimes  mobile.  It  includes  machines  that  are 
stationary  as  well  as  automobiles,  furniture  and  small  tools.  All  items 
of  this  class  are  subject  to  depreciation.  The  rate  of  depreciation 
usually  is  higher  than  that  for  buildings.  Highly  specialized  machines 
may  be  depreciated  very  rapidly  whether  in  use  or  not.  Often  they 
become  obsolete  through  technical  improvements  or  change  in  demand  for 
the  product  long  before  they  are  physically  exhausted.  For  equipment,  . 
obsolescence  often  is  a  more  important  factor  determining  depreciation 
-than  is  use  in  operation. 

Small  tools  are  sometimes  charged  to  expense  on  an  inventory 
basis.  Expense  is  considered  to  take  place  when  a  tool  is  lost  or 
broken.  Under  this  method  an  old  tool  is  considered  as  useful  as  a 
new  one  so  long  as  it  serves  its  function.  This  method  is  satisfactory 
for  most  uses.  In  cases  where  small  tpdB  are  given  very  severe  use 
they  may  be  charged  to  expense  when  issued  from  stores.  Picks,  shovels, 
and  paint  brushes  are  examples  of  small  tools  that  are  consumed  rapidly. 

Equipment  such  as  automobiles  may  depreciate  more  rapidly 
when  in  use  than  when  idle.  Depreciation  can  be  recognized  on  a  mileage 
basis.  On  the  other  hand  often  it  ip  found  that  ordinary  repairs  keep 
the  asset  about  eqiially  serviceable  whether  new  or  old.  In  practice 
ordinarily  they  are  depreciated  on  the  basis  of  time  in  use. 

Assume  a  new  machine  is  purchased  at  a  cash  cost  of  $10,000. 
The  cost  for  freight  and  trucking  for  delivery  is  $300.  A  special 
base  is  built  for  the  machine  costing  $700.  Other  installation  and 
testing  require  labor  costing  $900,  All  these  costs  are  necessary 
to  place  the  machine  in  normal  working  order.  The  cost  of  the  machine 
accordingly  is  $11,900,  ■^his  is  the  amount  to  which  a  depreciation 
rate  is  applied, 

DEPRECIATION.  The  accoimting  for  plant  and  equipment  cannot  be  satis- 
factory without  a  brief  treatment  of  their  depreciation.  Following 
is  a  chapter  which  treats  the  problem  of  depreciation  more  fully.  , 
Depreciation  accounting  is  the  systematic  transfer  of  the  original 
cost  of  plant  and  equipment  to  the  productive  operating  accounts. 
In  depreciating  an  asset  there  is  no  attempt  made  to  recone  ile  the 
book  value  with  the  market  value.  The  book  value  is  the  deferred 
portion  of  original  cost  which  is  expected  to  contribute  proportionately 
to  revenue  in  the  future.  It  is  expected  that  revenue  produced  will 
be  at  least  sufficient  to  recover  the  amount  deferred  together  with 
other  associated  operating  expenses.  Accordingly  the  balances  of  plant 
asset  accounts  represent  unrecovered  costs,  for  which  recovery  rea- 
sonably is  expected. 

Depreciation  entries  should  be  made  each  year  to  debit 
operating  accoiints  and  to  credit  the  asset  which  depreciates.  Since 
the  amount  of  depreciation  is  based  on  a  predetermined  schedule,  the 
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yearly  amount  cannot  have  absolute  and  final  acciiracy.  After  a  few 
years  the  accumulated  error  may  be  large.  It  is  desirable  to  report 
the  original  invested  cost  of  the  equipment.  Thus  while  the  asset 
is  in  use  its  cost  is  reported  unchanged,  This  is  done  conveniently 
by  crediting  the  asset  deduction  in  a  separate  account  called 
Allowance  for  Depreciation,  "^he  operating  account  which  is  debited 
for  depreciation  each  year  is  closed  each  year.  The  credits  for  the 
asset  deduction  accvimulate  as  long  as  tbe   equipment  is  in  use  or  un- 
til they  equal  the  original  cost  of  the  asset.  Monthly  depreciation 
may  be  accrued  in  the  same  way. 

Assume  original  cost  of  a  piece  of  equipment  is  $10,000  and 
that  the  annual  depreciation  is  $1,000^  Then  at  the  end  of  three  years 
the  book  value  is  $7,000,  The  equipment  accounts  in  the  ledger  should 
appear  as  follows? 

Equipment  -  Cost 


January  1,  I960     10,000 


Allowance  for  Depreciation  of  Equipment 


December  31,  I960  1,000 
December  31,  1961  1,000 
December  31,  1962       1,000 


In  tenyears  the  Allowance  for  Bepreciation  of  Equipment  will 
accumulate  to  $  10,000,  which  equals  the  original  cost  of  the  equip- 
ment. This  assumes  a  ten  year  life  for  the  equipment.  At  the  end 
of  ten  years  the  equipment  will  be  fully  depreciated  in  the  accounts 
and  no  more  depreciation  may  be  recorded.  It  is  to  be  noted  that 
the  equipment  is  carried  in  two  accounts,   he  original  cost  is 
carried  as  a  debit  in  an  equipment  account  without  change  unless  n§w 
equipment  is  acquired  or  part  of  the  old  equipment  is  discarded.  The 
allowance  for  depreciation  of  Equipment  is  a  subtraction-  from  the' 
original  cost  of  the  equipment,  ^hus,  in  this  example,  the  book 
value  of  the  equipment  is  $7,000  and  is  reported  in  the  position  state- 
ment as  follows s 

Equipment  -  cost  ,,..,„ , $10, 000 

Less;  Allowance  for  Depreciation     3 . OOP    *,,  qqq 
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In  many  cases  this  allowance  for  depreciation  has  been  called 
Reserve  for  Depreciation,  The  word  reserve  is  imfortunate  since  use 
of  this  English  word  suggests  the  idea  that  something  has  been  reserved 
or  set  aside.  This  is  not  the  case.  Nothing  is  done  except  what  the 
above  bookeeping  entries  show,  ^he  periodic  debit  to  Depreciation 
of  Equipment  adds  part  of  the  original  cost  of  the  equipment  to  one 
of  the  operating  accounts  which  doon  will  be  closed  as  an  expense. 
The  credit  entry  merely  subtracts  the  amount  transferred  from  the 
original  asset  account.  No  other  assets  are  involved. 

Especially  objectionable  is  the  practice  still  found  sometimes 
of  reporting  the  allowance  or  "reseirve"  for  depreciation  as  a  separate 
credit  in  the  position  statement,  •'•his  item  should  not  be  confused 
with  liabilities  and  other  sources  of  assets.  Also  this  treatment 
permits  the  deferred  portion  of  equipment  cost  to  be  overstated  and 
makes  a  direct  total  of  all  assets  Impossible, 

In  the  books  of  account  each  homogeneous  kind  of  equipment 
or  other  plant  asset  should  have  its  separate  allowance  for  depre- 
ciation. Each  allowance  should  be  deducted  from  the  original  cost  of 
the  appropriate  group  of  assets  in  the  position  statement.  In  this 
manner  the  accounting  can  follow  the  actual  use  and  disposal  of  an 
asset  with  an  accuracy  not  possible  if  the  depreciation  is  combined  in 
larger  accounts. 

REPLACEMENT.  When  .old  equipment  is  discarded  from  use  it  should  be 
written  off  the  books.  If  previous  estimates  have  been  correct,  the 
book  value  of  the  equipment  will  be  zero  at  the  time  it  is  discon- 
tinued from  use.  At  this  time  the  Allowance  for  Depreciation  should 
be  transferred  to  the  equipment  cost  account.  Thus  both  accounts  will 
have  a  zero  balance. 

Often  the  balance  in  the  Allowance  for  Depreciation  is  less 
at  the  time  of  disposal  of  the  equipment  than  the  original  cost.  In 
this  case  the  debit  balance  of  equipment  cost  is  treated  as  a  loss. 
However  it  is  not  a  true  lossj  it  is  an  adjusted  for  understated  de- 
preciation expense  of  past  years.  Nevertheless  it  is  usually  report- 
ed as  a  loss  because  the  time  for  making  a  useful  correction  ir  the  old 
statement  is  past. 

When  old  equipment  is  replaced  by  new  equipment,  there  are 
two  things  to  be  accomplished  in  the  accounts:  (l)  to  write  off  the 
old  equipment  completely, taking  a  loss  if  necessary,  and  (2)  to  record 
the  new  equipment  at  cost  just  as  if  there  had  been  no  old  equipment 
to  replace.  The  abandonmenif  old  equipment  does  not  in  any  waj-  affect 
the  service  value  of  the  new.  There  is  no  justification  for  der'^^rring 
part  of  the  old  equipment  cost.  No  further  service  will  be  received 
and  future  operating  revenues  should  not  bear  the  cost  of  old  equipment 
from  which  they  receive  no  benefit. 

In  -writing  off  old  equipment  it  must  be  remembered  that  the 
book  value  of  the  equipment  is  carried  in  two  accounts,  both  of  which 
must  be  closed.  The  Allowance  for  Depreciation  is  fundamentally  a 
substractioh  from  the  equipment  cost  accoiint.  It  should  be  closed 
accordingly.  Any  remaining  balance  shows  the  extent  to  which  past 
depreciation  has  not  been  adequate.  This  balance  mustbe  closed  as 
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a  loss  or  a  gain.  It  Is  really  the  accumulated  errors  of  past  yearso 

EXCHANGES  OF  EQUIP^ENT.  Sometimes  old  equipment  is  exchanged  for  new 
equipment.  This  raises  the  same  question  as  the  above,  '   '  writing 
off  the  old  equipment  and  recording  the  new  equipment  at  cost.   In  an 
exchanged  of  this  kind  usually  the  old  equipment  is  given  plus  a  certain 
amount  of  cash.  This  leaves  the  cost  of  the  new  equipment  in   doubt, 
because  there  is  no  cash  price  for  the  old  equipment  given  in  exchange. 
Sometimes  new  equipment  is  valued  at  the  amount  of  c^sh  paid  plus  the 
book  value  of  the  old  equipment.  This  recognizes  neither  gain  nor  loss 
on  the  exchange.  This  is  not  good  valuation  accounting  because  the 
book  value  of  the  old  equipment  can  be  in  error.  The  new  equipment 
should  be  recorded  at  the  total  cash  price  which  would  have  to  be  paid 
If  mo  old  equipment  were  involved. 

For  example,  assume  a  machine  has  been  purchased  for  cash 
$50,000  and  recorded  at  cost.  It  is  expected  to  be  of  use  for  20 
years  and  accordingly  is  depreciated  $2,500  a  year.  After  15  years 
it  is  exchanged  for  a  new  machine  of  similar  kind  and  $4-5,000  is  paid 
in  cash.  The  old  machine  at  the  time  ofl  exchange  has  a  book  value  of 
$50,000  less  (15  x  $2,500)  depreciation  =  $  37,000.  If  the  new  machine 
has  a  cash  vqlue  of  $60,000,  clearly  the  old  machine  has  a  value  greater 
than  book  value  and  there  is  a  gain  of  $2,503.  In  this  case  the  value 
of  the  old  machr'ne  is  $5.5,000.  A  good  solution  requires  either  that 
the  cash  value  of  the  old  machine  be  known  or  that  the  cash  value  of 
the  new  machine  be  known.  Then  entries  as  follows  can  be  made. 

(1) 
Allowance  for  depreciation  37,500 

Cash  .o o 15,000 

Equipment  Cost ,. ,oo  50,000 

Gain  oh  Exchange  of  Equipment  .. ,..,,..... .  2,500  , 

To  write  off  the  old  equipment. 

(2) 

Equipment  Cost ...,,  60, 000 

Cash  ,, , ,.., 60,000  . 

To  record  purchase  of  new  machine. 

Since  there  is  actually  no  exchange  of  cash  as  the  two  transactions 
above  indicate,  the  entries  are  better  combined  into  a  single  exchange 
transaction  as  follows  : 

(1) 
Equipment  Cost  ...,, ...,.,..,.,.,... ,  60, 000 
Allowance  for  Depreciation  ..........  37,500 

Equipment  Cost ,.....,,....,...   50,000 

•  Cash ,,  45,000 

1  Gain  on  Exchange  of  Equipment 2,500 

on  / 
The  gaii /exchange  of  equipment  is  not  a  true  profit*  It  exists  only 
because  depreciation  on  the  old  equipment  has  been  overstated.  The 
correct  total  depreciation  for  15  years  has  been  $35,000  or  $2,333  a 
year.  It  would  hot  often  be  useful  to  correct  past  financial  state- 
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Dients  for  each  of  15  years.  Accordingly  the  adjustment  is  made  as  an 
increase  in  Retained  Earnings  for  the  year  of  exchange.  This  view  is 
considered  sound  for  business  purposes,  although  the  income  tax  laws 
of  any  country  might  require  different  treatment  for  purposes  of  the 
tax. 

It  is  not  advocated  here  that  accounting  for  business  profit 
can  be  established  by  statutory  law.  It  is  believed  however  that  in- 
come reporting  for  responsible  management  can  be  determined  by  logical 
analysis  -and  the  application  of  rationally  formulated  principles. 
Part  of  the  government's  problem  is  to  insure  satisfactory  collection 
of  the  tax.  The  accounts  thus  may  be  kept  on  a  business  basis  and 
special  adjustments  may  be  made  in  supplementary  form  for  the  com^ 
putation  of  income  tax. 

READJUSTMENT  OF  PLANT  VALUE.  Values  for  plant  assets  and  the  corres- 
ponding rates  for  depreciation  are  not  established  each  year.  Attempt- 
ing this  assumes  more  acciiracy  than  is  possible.  Only  after  long  use, 
when  the  accumulated  error  is  large,  is  readjustment  of  the  accounts 
justified.  In  unusual  circumstances  appraisals  are  required.  This 
requires  the  judgmentt  of  expert  appraisers.  Including  engineers  and 
architects.  Physical  condition  of  course  is  not  the  only  cause  of 
depreciation,  ^ny  causes  are  economic.  There  may  be  a  change  in 
demand  for  the  product  which  changes  the  value  of  the  service  yet  to 
be  received  from  the  asset.  Or  an  improvement  in  technological  deve- 
lopment may  make  use  of  old  equipment  no  longer  economical.  Changes 
in  market  value  of  plant  and  equipment  justify  reappraisal  only  when 
special  circvimstances  make  their  recognition  necessary.  If  it  is 
to  be  sold  an  appraisal  is  necessary.  If  a  new  issue  of  share  capital 
is  to  be  made, or  if  a  large  loan  of  money  is  to  be  received,  reappraisal 
is  important.  Even  if  continued  operations  and  financial  structure 
remain  unchanged,  the  present  ownena;  sometimes  may  be  served  by  a  new 
appraisal.  But  these  matters  may  be  handled  through  supplementary  re- 
ports. They  need  not  require  entries  in  the  regular  books  of  account. 
An  appraisal  may  be  upward  or  downward  from  book  value.  If 
upward,  it  is  preferable  to  carry  the  addition  in  a  separate  account 
supplementary  to  the  original  cost  in  order  to  preserve  the  original 
cost.  This  new  account  is  called  an  adjiinct  account  and  is  added 
to  the  original  cost  in  the  position  statement.  If  the  adjustment 
is  downward,  the  subtraction  best  may  be  carried  in  a  supplementary 
account  with  a  credit  balance.  This  is  called  a  contra  accoiant  and  is 
stibtl>acted  from  the  original  cost  in  the  position  statement.  These 
adjustments  take  into  account  changes  in  market  value  of  the  asset. 
They  are  moee  than  mere  adjustments  for  improper  depreciation.  Each 
of  these  adjustments  requires  an  opposite  entry  to  complete  a  double 
entry  set  of  accounts.  If  the  appraisal  is  upward,  the  credit  is  a 
"eserve  for  Reappraisal,  This  account  is  supplementary  to  the  sources 
of  existing  assets.  It  does  not  constitute  earnings  nor  any  source 
of  additional  assets.  It  is  carried  in  suspense  to  be  written  off  as 
the  asset  supplement  is  depreciated  and  written  off.   If  the  adjust- 
ment is  downward,  a  debit  is  required  as  a  supplement  to  Retained 
Earnings.  It  represents  an  unrealized  loss  which  shoiild  be  separately 
reported. 
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If  an  item  of  plant  or  equipment  is  adjusted,  the  Allowance 
for  Depreciation  also  should  be  reviewed.  If  the  old  depreciation  rate 
is  found  in  error,  a  new  rate  based  on  the  new  conditions  should  be 
found.  The  correct  rate  as  nearly  as  can  be  determined  should  be 
applied  in  the  remaining  years  of  use.  An  adjustment  for  past  errors 
shotild  be  made.  Past  errors  which  have  accvimulated  should  be  adjiisted 
to  Retained  Earnings  when  the  error  is  discovered.  Past  errors  should 
not  be  used  to  modify  the  new  applicable  rate,  i 

ILLUSTRATIONS  OF  CHANGE  IN  DEPRECIATION  SATES.  Assume  that  a  factory 
building  has  an  original  cost  of  $100,000  and  that  its  original  pros- 
pective service  life  is  50  years.  But  after  UO  years  of  use  it  is 
estimated  that  it  will  be  of  use  30  years  more,  Ti^e  original  rate  of  ■"'■ 
2%   a  year  has  resulted  in  $80,000  accumulated  depreciation,  and  the 
present  book  value  of  the  building  accordingly  is  $20,000.  The  new 
estimate  of  service  life,  now  for  a  total  of  70  years,  indicates  depre- 
ciation of  $1,^29  each  year  instead  of  $2,000,  This  rate  in  the  cir- 
cumstances should  apply  to  all  years.  Present  total  depreciation 
accordihgly  should  be  4-0  x  $1,^29  =  $57,160.  The  book  value  should  be 
$100,000  less  $57,160  =  $42,84.0.  The  adjustment  of  past  depreciation 
of  $80,000  less  $57,l60,  or  $22,84.0,  should  not  be  used  to  reduce  de- 
preciation charges  over  the  remaining  service  Life  of  the  building. 
It  should  be  recorded  as  a  debit  in  the  Allowance  for  Depreciation  and 
a  credit  in  Retained  Earnings  for  the  overstated  depreciation  of  past 
years  as  follows:  ... 

Date  of  Adjustment 
Allowance  for  Depreciation  ..,,,.,...,.«,o  22,840 

Adjustment  in  Retained  Earnings  ..,,...,.,,  22,84.0 

The  credit  shovild  be  reported  as  an  addition  to  Retained  Earnings  in 
the  appropriate  section  of  the  annxial  income  report.  It  is  assume,d  that 
such  a  delayed  correction  of  the  preceding  years '  income  reports  for 
$57L  each  would  now  serve  no  useful  purpose.  The  correct  rate  of  ., 
depreciation  is  approximately  1.43%»  ^t  would  be  an  error  to  change 
the  rate  such  as  to  amortize  the  remaining  book  value  of  $20,000  over 
the  the  remaining  estimated  life  of  30  years,  -"his  would  result  in  a 
new  rate  of  .00667,  Applied  to  the  original  cost,  it  would  accumulate 
to  $20,010,  which  is  approximately  the  correct  total.  But  this  pr^o- 
cedtire  is  erroneous  because  the  overstated  depreciation  of  the  first 
4.0  years  should  not  be  used  for  the  purpose  of  understat:ing  deprecia- 
tion for  the  remaining  30  years.  In  other  words  it  is  doubly  mis-^ 
leading  to  use  an  error  made  in  some  years  as  an  excuse  for  making  an 
opposite  kind  of  error  in  other  years.  Again  this  treatment  might  not 
conform  to  the  legal  requirement  for  tax  purposes,  but  it  is  most  useful 
for  making  good  business  decisions. 

PLANT  AND  EQUIPMENT  FULLY  DEPRECIATED.  When  an  item  of  plant  or 
equipment  is  fully  depreciated,  the  Allowance  for  Depreciation  account 
equals  the  original  cost  of  the  equipment.  No  farther  depreciation 
shoiild  be  taken,  because  to  do  so  would  be  to  assign  a  cost  to  operations 
when  in  fact  no  further  unassigned  cost  exists.  Sometimes  when  equipment 
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is  fully  depreciated  it  remains  in  use  many  more  years.  In  this  event 
the  past  depreciation  rate  has  been  too  large,  '^e  remaining  useful 
life  should  be  estimated  and  the  Allowance  for  Depreciation  accotmt 
balance  should  be  reduced  accordingly,  as  given  in  the  above  example o 
A  corresponding  credit  is  made  in  the  Retained  Earnings  accoimt,  ^hls 
is  explained  as  over-depreciation  and  understated  profits  in  past  years 
which  shoiild  be  corrected  in  the  year  the  understatement  is  discovered. 
To  do  otherwise  is  to  carry  useful  property  in  the  accounts  at  no  value. 
This  tends  to  relieve  management  of  responsibility  for  the  proper  use 
of  the  property, 

RECORDS  OF  PLANT  ASSETS.  For  some  purposes  plant  assets  of  all  kinds 
form  a  more  or  less  homogeneous  grpup  of  assets  which  may  be  classed 
together.  In  the  ledger  each  group  filling  a  similar  productive 
function  and  depreciating  at  the  same  rate  may  be  carried  in  the  same 
account.  Different  rates  of  depreciation  always  require  separation 
of  assets  into  appropriate  groups.  There  should  of  course  be  sup- 
plementary records  of  the  individual  assets. 

Since  the  items  of  plant  assets  may  be  numerous  and  much 
collateral  information  may  be  desired  for  each,  a  plant  ledger  can  be 
used  as  a  subsidiary  redord  to  support  a  control  accoimt  in  the  general 
ledger.  The  Allowance  for  Depreciation  accounts  may  be  treated  in  the 
same  manner.  The  same  subsidiary  ledger  may  be  used  for  both  the  ori- 
ginal costs  of  the  assets  and  for  the  accumulated  Depreciation,  "^his 
ledger  thus  may  support  two  control  accounts,  one  for  Plant  Cost  Control 
and  one  for  Allowance  for  Depreciation  Control.  One  control  is  sup- 
ported by  debit  balances  in  the  subsidiary  ledger  and  the  other  is 
supported  by  credit  balances  in  the  subsidiary  ledger.  The  subsidiary 
ledger  may  take  the  form  of  a  card  file,  ^i  each  card  is  recorded  the 
description,  original  cost,  date  of  purchase,  rate  of  depreciation  and 
other  detail.  For  the  larger  items  like  buildings,  a  separate  plant 
asset  register  may  be  useful*  Here  a  more  complete  description  of  the 
items  is  possible  than  can  be  had  in  a  card  file  or  other  form  of  . 
ledger.  Also  it  is  desirable  that  large  plant  items  be  registered  in 
one  place  for  convenience  of  administrative  control.  Instirance 
coverage  is  important  collateral  information  for  use  by  management. 

Where  there  are  numerous  small  items  like  chairs,  desks, 
typewriters,  etc.,  a  file  with  a  card  for  each  asset  should  be  kept. 
Each  physical  asset  is  stamped  permanently  with  a  number  for  easy 
identification  and  inventory  taking,  ^ach  card  in  the  file  is  de- 
signed to  record  individually  the  description,  date  of  purchase, 
annual  and  accumulated  depreciation,  and  final  disposal,  This  amount 
of  detailed  record  keeping  has  not  been  found  too  great  in  business 
practice,  individual  record  cards  for  each  asset  are  helpful  in  , 
detecting  misuse  or  loss,  ^hey  assist  in  control  of  the  properties 
generally, 

INTANGIBLE  ASSETS.  Intangible  assets  cannot  be  said  generally  to  be 
less  desirable  than  tangible  assets.  They  do  not  require  the  use  of 
generally  different  accountir;g  principles,  but  they  do  have  certain 
special  characteristics  to  be  noted.  Intangible  assets  contribute  to 
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the  succesful  operation  of  the  enterprie^, and  when  recorded,  they 
shoiold  represent  invested  cost  as  is  the  case  with  other  assets.  Some 
kinds  of  intangible  assets  cannot  be  bought  or  sold  separately,  but 
often  other  plant  assets  also  cannot  be  sold  separately  if  operations 
are  to  be  continued  successfully.  A  plant  operates  as  a  whole,  and  it 
may  have  a  value  as  an  organized  whole  which  is  different  from  the  sum 
of  the  values  of  the  individual  assets.  This  difference  like  other 
assets  is  not  to  be  recognized  in  the  accoixats  jmless  it  has  been  ex- 
plicitly purchased  and  paid  for.  But  if  paid  for  it  gives  rise  to  an 
intangible  asset  often  called  goodwill. 

Some  itangible  assets  are  subject  to  regular,  periodic 
amottization.  ^- That  is,  their  book  value  is  written  off  and  assigned 
to  operations  like  depreciation  for  the  -ise  of  other  assets.  Patents 
and  copyrights  have  a  limited  legal  life,  which  sometimes  represents 
their  service  life  for  the  enterprise.  Economic  usefulness,  however, 
may  decrease  the  service  life  of  a  patent  or  copyright  to  less  than 
its  legal  life.  Such  intangible  assets  as  have  a  determinable  limited 
life  should  be  written  off  according  to  a  predetermined  schedule  like 
the  depreciation  of  tangible  assets.  For  example  a  leasehold  based  on 
a  term  contract  should  be  vrritten  oflf  as  periodic  rent  over  the  term 
of  the  lease. 

Some  intangible  assets  do  not  have  a  definite  service  life 
and  hence  no  predetermined  sched\ile  of  amortization  can  be  calctilatedo 
Goodwill  is  of  this  character.  Every  business  must  have  goodwill  if 
it  operates  successfully.  But  goodwill  should  be  treated  like  other 
purchased  assets  and  recorded  only  if  piircjaased  at  a  cost.  Qoodwill 
cannot  be  piu-chased  sepaitately  from  other  assets  but  it  may  explain  the 
excess  purchase  price  above  the  individual  values  of  tangible  assets. 
An  entire  enterprise  may  be  purchased  at  a  price  greater  than  can  be 
determined  for  the  tangible  assets  if  valued  individually.  In  this 
case  it  might  be  more  expedient  to  record    a  separate  asset  than  to 
attempt  to  assign  the  total  price  paid  to  tne  many  tangible  assets. 
But  better  results  can  be  had  usually  if  the  total  price  paid  is  as- 
signed to  individual  assets.  The  plan^E  assets  3iay  the  better  be  de- 
preciated properly.  Attempts  , to  amoitize  or  to  depreciate  goodwill  ' 
have  not  been  satisfactory,  ^oodwill  has  no  pre-determined  length  of 
useful  life.  For  this  reason  the  write  off  of  goodwill  has  not  been 
given  recognition  as  an  expense. 

ORGANIZATION  COST  IS  AN  INATNGIBI£  ASSET.  When  a  business  enterprise 
is  first  organized  there  are  some  costs  which  will  not  be  repeated 
during  the  later  business  life  of  the  organization.  For  instance, 
there  are  fees  for  lawyers,  engineers,  accountants,  and  promoters,. 
whose  services  are  necessary,  "^ertainly  it  is  not  reasonable  to  call 
these  items  expenses  because  they  do  not  represent  tangible  assets. 
If  an  operating  organization  is  formed,  these  organization  costs  are 
necessary.  Thej[jr,  usefulness  continues  until  the  organization  is 
dissolved,  and  that  time  usTially  cannot  be  foreseen.  Hence  organization 
costs  cannot  be  written  off  logically  to  periodic  expense.   hey  should 
be  carried  indefinitely  as  assets  with  no  depreciation.  If  written 
off,  the  time  of  the  write  off  usually  is  arbitrary  and  seldom  serves 
any  useful  purpose. 
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Trade  marks  and  franchises  are  intangible  assets  if  piir- 
chased  at  a  cost,  A  question  arises,  however,  when  the  company  develops 
its  own  trade  marks,  goodwill,  or  patents.  If  these  are  developed 
by  the  company,  the  cost  may  bear  no  reasonable  relationship  to  any 
prospective  benefits.  Much  of  the  cost  may  be  experimental  and  the 
result  of  unsuccessfxil  attempts  to  develop  something  usefiol.  Where 
there  is  no  possibility  of  reasonably  appraising  the  future  service 
of  an  intangible  asset  developed,  the  cost  does  not  give  a  satisfactory 
basis  for  recording  the  asset.  In  such  cases  the  cost  may  be  charged 
best  to  the  esipenses  of  the  period  when  the  cost  is  incxirred. 

ACCRETION.  A  semi-fixed  asset  arises  in  the  case  of  accretiono  Certain 
assets  which  restilt  from  natural  growth  often  take  a  long  time  to 
mature.  Growing  timber  and  nursery  stock  are  of  this  kind,  The 
natural  increase  in  a  herd  of  animals,  like  cattle,  sheep,  etc.,  are 
examples,  ^"^re  than  one  year  may  be  required  for  the  stock  to  mature. 
Accretion  arises  from  an  original  stock  which  is  presumed  to  be  re- 
corded at  cost.  Good  accounting  for  administrative  purposes  requires 
that  such  increases  be  recorded.  In  each  case  there  is  an  increase  in 
numbers  or  other  physical  quantity.  If  this  increase  in  quantity  is 
ignored,  it  is  thus  represented  as  part  of  the  original  stock  with  no 
increase  either  in  physical  quantity  or  value,  This  wo\ild  be  an  under- 
statement of  assets.  The  management  of  the  enterprise  would  tend  to 
be  relieved  of  proper  care  and  use  of  the  increase. 

Physical  increase  such  as  mentioned  above  requires  conversion 
to  value  units  by  reference  to  a  possible  market,  ^or  establishing  the 
value  of  the  asset  the  cost  of  developing  the  accretion  might  be  of  use 
in  some  cases,  but  this  is  not  the  case  unless  there  is  a  relationship 
between  the  cost  of  development  and  later  realizable  value.  Costs  of 
development  shoiold  not  be  valued  at  more  than  their  prospective  real- 
izable value. 

Most  accretions  do  not  produce  newly  available  current  assets. 
Thus  this  source  should  not  be  reported  as  income.  Given  fair  appraisal 
value  of  the  accretion,  it  should  be  recorded  among  the  assets.  The 
source  of  the  accretipn  can  be  accoxmted  for  by  use  of  a  source  accotint 
among  the  equities.  The  following  entries  illustrate  an  accretion  of 
Il0,000  for  the  year  in  a  growing  tract  of  timber, 

I>ecember  31 

Timber  Accretion  10,000 

Reserve  for  Timber  Accretion  ......o......  10,000 

The  timber  Accretion  is  an  asset,  ^he   reserve  account  reports  the 
source  of  this  increase  in  assets.  In  the  statement  of  financial 
position  there  should  be  no  increase  in  Retained  Earnings,  When  the 
accretion  is  realized  by  sale,  it  is  written  off.  Assuming  sale  of  the 
above  timber  for  |15,000,  the  entries  to  be  made  are  as  follows? 


^         (1) 

To  record  the  sale, 

(2) 

Expense  of  Timber  Depletion  o . o « ,,, o, » , , ,o.  10^000 

To  record  Depletion  Expense » 

(3) 
Reserve  for  Timber  Accretion  8ooo..o<.ooooo  10,000 

Realization  of  Accretion  oo,o<,o.o»o<.<.oo<.<.<,<,o.<..o  10^ 000 
To  recognize  revenue  realized  from  acicretion. 


Sale  of  the  timber  accretion  produces  revenue  because  ''he  sale  is  for 
cash  or  other  available  current  assets.  In  this  example  there  is  ic 
applicable  cost  except  the  expense  of  depletion  in  (2)o  The  cost  cf 
development  might  have  been  charged  to  expense  durjjig  the  preeedtag 
years  when  it  was  ineurredo  Deferring  the  development  costsy  hove'^ysr^ 
might  make  a  better  matching  of  cost  and  revenue.  In  the  case  of 
growing  animalsj,  the  cost  of  feed  and  oaretfiking  properly  may  be 
deferred  and  charged  to  expense  in  the  year  of  sale,  ^iiis  clarifies 
the  total  reported  income  or  loss  resulting  frosn  the  entire  prod" 
uctive  operation. 

Accretion  usually  arises  in  the  form  of  assets  which  provide 
the  product  that  is  sold,  ^hese  accretions  therefore  cannot  be  class- 
ified as  plant  and  equipment.  Even  though  these  a?5sets  come  within 
the  normal  production  cycle  of  the  enterprise 5,  they  can  hardly  be 
classed  as  currents  ^heir  conversion  to  cash  is  too  remote  and  un-^ 
certain.  But  there  is  ao  misrepresentation  if  such  assets  are  re- 
ported separately  among  the  assets  with  disclos-are  of  their  specific 
character  and  basis  of  valuation.  It  should  be  noted  that  aecfetions 
are  not  subject  tc  depreciation  during  their  growing  stage. 

OTHER  NON  CURRENT  ASSETS,  Often  a  business  finds  itself  ia  possessiin 
of  valuable  property  which  is  not  used  in  current  production.  A  busi- 
ness might  own  idle  land.  Part  of  an  unrelated  business  may  be 
acquired  and  held  temporarily  as  speculation.  Sometimes  fands  not 
required  for  current  production  are  invested  where  they  eaTn   rent  or 
interest,  A  company  may  buy  shares  of  a  related  company  in  order  to 
gain  control  of  the  other  company.  Such  assets  usxially  cannot  be 
sold  immediately  on  satisfactory  terms 5  they  must  be  held  according 
to  their  original  purpose,  -hey  should  not  be  classed  therefore  with 
plant  and  equipment  because  they  do  not  contribute  to  the  product  of 
the  enterprise,  ^hey  should  be  reported  at  cost,  separately  classi- 
fied. Care  sho'old  be  used  to  avoid  overvaluation,  as  realisable  value 
for  any  purpose  might  be  much  less  than  cost.  It  is  sometimes  desir^able 
in  such  cases  to  report  both  original  cost  and  current  appraised  value 
in  the  position  statement. 
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CHANGE  IN  GEHERAL  PRICE  LEVEL.  During  periods  of  generally  rising 
prices,  there  is  a  tefadency  for  replacement  cos^ equipment  to  rise*  /of 
An  appraisal  therefore  uBxxally  re  stilts  in  a  higher  value  for  an  asset 
than  depreciated  original  cost,  Ifeny  managers  would  like  to  base 
depreciation  on  replacement  cost.  However  this  method  of  depreciation 
does  not  provide  funds  with  which  to  replace  old  equipment  when  it  is 
no  longer  of  use  any  more  than  does  any  other  method.  The  only  funds 
provided  arise  through  revenue  from  sales.  The  condition  of  rising 
prices  might  justify  higher  selling  prices  for  the  product  but  not 
higher  depreciation  charges.  It  is  enough  to  say  here  that  profes- 
sional accountants  generally  have  not  accepted  the  method  of  record- 
ing depreciation  on  replacement  cost, 

A  somewhat  different  case  arises  when  there  is  general  price 
inflation  due  to  the  monetary  policy  of  a  country.  In  some  countries 
inflation,  or  depreciation  in  the  value  of  money,  has  been  severe.  In 
these  cases  continued  use  of  the  same  legal  monetary  unit  gives  ob- 
viously abstird  results.  Then  it  becomes  necessary  to  recognize  the 
change  in  value  of  money.  This  does  not  change  the  original  cost  of 
the  asset.  It  adjusts  for  a  change  in  the  monetaary  unit  of  measure- 
ment. In  some  countries  individual  companies  have  taken  steps  to 
adjust  accounts  for  changes  in  the  value  of  the  monetary  unit,  "^his 
Is  done  by  use  of  general  price  index  numbets.  However  the  use  of 
index  numbers  for  cost  adjustments  has  not  been  accepted  hy  profession- 
al accountants  generally  nor  by  governments. 


Chapter  16   DEPRECIATION 

DEPRECIATION  DEFINED.  Depreciation  in  accormting  has  a  narrow  and 
technical  meaning.  Depreciation  generally  means  a  decline  in  valuee 
In  accormting  depreciation  is  the  expired  service  life  of  a  durable 
asset.  Depreciation  for  use  in  accounting  is  caused  by  physical  wear, 
age,  decay,  and  economic  obsolescence.  It  does  not  include  decline 
the  market  value  of  an  asset  tram   any  cause. 

Depreciation  accounting  is  the  systematic  transfer  of  the 
coat  of  an  asset  which  has  a  limited  service  life  to  the  current 
operating  accounts.  The  necessary  conditions  for  depreciation  to 
exist  are  several.  The  asset  must  have  relatively  long  life,  that  is, 
for  more  than  one  yeare  The  limited  length  of  service  or  other  measure 
of  usefulness  must  be  predictable  within  useful  limits.  Repairs  can- 
not be  sufficient  to  extend  economic  service  forever.  No  matter  how 
well  the  Mset  is  repaired,  the  day  when  it  will  have  no  further 
economical  use  is  certain  to  come.  Often  there  is  no  decrease  in  veilue 
of  cxirrent  service  as  the  asset  grows  old.  An  old  automobile  serves 
as  well    for  delivery  as  one  which  is  nev.  If  the  effective  service 
of  an  asset  materially  declines,  its  use/not  longer  economical  and   Ag 
it  shotild  tM  abandoned*  An  old  loeomotive  or  water  pump  must  ftmction 
almost  as  effectively  as  a  new  oae  in  order  to  be  in  use  at  all. 
The  difference  is  that  old  equipment  has  fewer  service  units  remaining. 
Depreciation  accounting  attempts  to  assign  the  decline  in  service  life 
of  an  asset  to  current  operations,  products,  and  revenue  which  benefit 
from  use  of  the  asset.  In  order  to  compute  the  full  cost  of  a  prodtict, 
depreciation  on  assets  which  serve  product  must  be  included. 

In  depreciation  the  flow  of  service  to  a  product  usually 
cannot  be  observed  so  clearly  as  can  the  flow  of  material     and 
laboi;,  .    Direct  costs  of  material  and  labor  used  for  a  product 
are  obsermble  and  therefore  are  easy  to  assigri«  But  the  cost  of 
use  of  equipment  is  indirecto  It  must  be  computed  by  the  use  of 
estimates,  totals,  and  averages. 

Depreciation  is  often  called  an  expenseo  This  concept  is 
too  general.  Trot  enougjb,  all  depreciation  in  the  long  run  is  charged 
to  revenue  like  other  expense.  But  on  a  year  to  year  basis,  the 
depreciation  of  an  asset  used  in  production  is  often  chargeable  to 
other  assets  in  process  of  production  or  construction  .  The  total 
production  cost  of  an  asset  becomes  expense  in  the  period  of  sale 
when  a  contribution  to  revenue  is  madeo 

ALLOWANCES  AND  DIRECT  WRITE-OFFo  Depreciation  of  plant  assets  must 
be  treated  as  an  expense  or  other  operating  charge  like  the  cost  of 
any  other  asset  consumed  in  operation.  Depreciiation  added  to  expense 
or  other  operating  account  is  always  a  debit.  The  special  question 
raised  here  is  what  to  do  with  the  credit  entry^  The  debit  entry 
identifies  the  use  made  of  the  asset.  The  credit  entry  reduces  the 
balance  of  the  asset  which  expires.  The  simplest  procedTire  which  is 
correct  in  principle  is  to  debit  the  cost  of  an  asset  or  expense  for 
the  amo\mt  of  depreciation  and  to  credit  the  asset  which  depreciates. 
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Thus  the  remaining  balance  in  the  asset  account  is  the  madepreciated 
balance  of  original  cost.  The  difficulty  is  that  reports  prepared  Tram 
this  record  will  show  only  the  balance  of  an  account*  The  use  of  this 
direct  procedure  obscures  the  original  cost  of  the  asset.  There  is  no 
easy  way  for  the  reader  of  the  report  to  tell  whether  the  asset  is 
large  or  small  in  operating  capacity.  A  new  asset  of  low  cost  appears 
the  same  as  an  old  asset  of  hi^  cost.  Also  the  direct  write  off 
method  does  not  show  whether  any  depreciation  at  all  has  been  recognized* 

In  order  to  present  a  more  complete  disclosure  of  the  facts, 
it  has  been  the  custom  to  record  the  credit  entries  for  depreciation 
in  separate  account  called  Allowance  for  Depreciation.  This   in  no  way 
changes  the  meaning  of  the  entries.  The  credit.  Allowance  for  Deprecia- 
tion, is  reported  as  a  subtraction  from  the  original  cost  of  the  asset. 
The  statement  of  financisQ.  position  shows  original  cost  of  the  asset 
in  short  extension  and  itemizes  the  subtraction:  Allowance  for  Deprecia- 
tion* 

Formerly  this  Allowance  for  Depreciation  was  called  Reserve 
for  Depreciation.  This  title  has  been  found  objectionable*  This  may 
be  only  a  language  difficulty,  but  to  nwny  people  the  word  reserre 
suggests  that  in  providing  for  depreciation  some  specific  assets  are 
set  aside  or  reserved*  This  is  not  true*  Nothing  is  done  except  to 
adjust  the  accounting  cost  records*  This  consists  only  in  the  transfer 
of  part  of  the  cost  of  a  plant  asset  to  another  account  which  represents 
an  expense  or  an  accumulated  cost  af  an  asset  in  process  of  production* 
The  depreciation  entries  do  not  record  anything  received,  and  there  are 
no  more  asset  produced  than  if  no  entries  for  depreciation  had  been  made. 
The  older  practice  of  calling  an  aOlowance  for  depreciation  a- reserve 
fortunately  is  going  out  of  use. rapidly. 

Difficulty  arises  when  the  cumulative  credits  in  the  Allowance 
for  Depreciation  are  reported  among  the  liabilities  and  other  equities 
in  the  statement  of  financial  position.  Tms  prevents  a  logical  clas- 
filification  of  position  statement  data.  An  Allowance  for  Depreciation 
cannot  be  combined  with  lii^bilities  or  other  sources  of  assets  in  any 
useful  manner.  It  is  not  the  source  of  an  asset.  It  is  the  transfer 
of  part  of  an  asset.  Such  a  practice  prevents  reporting  a  total  for 
all  equities  or  asset  sotirces.  Also  it  permits  an  overstatement  of 
the  book  balue  of  the  assets* 

I  It  is  usually  not  best  to  accimtulate  all  depreciation  in  a 
single  sujcount*  (ireater  information  is  available  if  individual  allowance 
accounts  2[,^or  the  individual  assets  or  similar  groups*  Thus  a  separate 
allowance  should  be  deducted  from  each  asset  or  from  each  homogeneous 

group  of  assets. 

Iflxe  used 

METHODS  OF  COMPUTING  DEPRECIATION,  Depreciation  accounting  would  be 
very  ul^satisfactory  if  computed  each  year  on  a  year-to-year  basis.  It 
would  be  siibjected  each  year  to  many  unreliable  opinions*  Instead  the 
situation  is  reviewed  as  a  whole  when  the  asset  is  acquired*  ^en  a 
careful  estimate  is  made  of  the  asset's  prospective  service  life.  This 
can  be  done  well  enough  with  the  help  of  en^Jieers,  architects,  and 
the  ^knowledge  of  past  experience*  There  must  be  consideration  for 
limited  economic  usefulness  as  well  as  for  physical  existence.  Econo- 
mic service  often  is  less  than  the  physical  life  of 
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the  asseto  Sometimes  this  service,  is  calculated  in  operating  hours  , 
mileage,  or  xinits  of  producto  Mart  often  the  useful  life  of  a  durable 
asset  is  calctalated  as  a  function  o.''  time^  Many  kinds  of  assets  become 
obsolete  or  deteriorate  through  rust  and  action  of  the  weatiier  more  as 
question  of  time  than  they  do  as  a  question  of  productive  use. 

A  schedule  is  prepared  wliich  shows  depreciation  for  each 
period  of  time,  or  other  basis,  for  the  entire  prospective  ser/iceo 
The  period  of  time  may  be  many  years  as  in  the  case  of  a  bxiildlcgo 
A  predetermined  schedule  iB  adop'ted  when  the  asset  is  acquired  and 
this  schedule  is  followed  with  nu  changes  except  imder  unusual  cireora- 
stances.  After  many  years,  if  the  schedule  is  found  to  be  isx  error, 
a  new  schedule  may  be  prepared,  Tlie  schedule  may  be  prepared  to 
distribute  the  total  depreciation  of  the  asset  among  the  j'e.ars  hj 
any  of  the  several  methods  dascribed  latsro  There  is  ths  straight-line 
method  J  there  axe  declining  methodB  avnd  increasing  methods;  also  th^rre 
is  the  unit  of  seervice  meth'jd,, 

THE  STRAIGHT-LINE  METHOD.  The   ^straight  line  method  of  computing 
depreciation  assumes  that  equal  sarrics  is  received  from  the  d-rprecia- 
ted  asset  each  year.  Hence  during  the  esirly  years  of  use,  depreciation 
IS  the  same  as  in  the  later  years  of  use.  Siis  ass'on^jtion  orien  agrees 
with  the  facts.  An  old  machine,  if  used  at  all,  serves  about  asj  well 
as  a  new  machine  o  The  differeaoe  liss  in  the  1-eMadxdx.g  years  of 
service.  Repair  cost  may  be  greater  in  th*-:^  lat*i«r  ysars',  but  repair's 
shoiald  not  be  confused  with  dopreciatioKo. 

Assume  a  building  with  an  original  cost  of  $  50,000o  It  is 
estimated  to  have  a  service  for  50  jeax&p  after  which  time  it  will 
be  torn  down.  For  simplicity  wo  assuiT.e  the  gsalvaga  vaiii.?  of  any  materi- 
als will  compensates  for  the  removal  cost.  Thus  total  depreciation  for 
50  jrears  is  #50,000*  The  straigjit-^line  method'  records  depreciation 
$1,000  each  year.  Depreciation  entries  in  general  jo:jmal  form  ars 
as  follows • 

End  laar  1 
Depreciation  of  Building  •soaoooe.aoe..  1,000 

Allowance  for  Depreciation  of  Building  . » . « »  1 , 000 

The  debit  of  $1,000  for  Depreciation  3f  Bijilding  saeii  year  is  closed 
to  expense  or  other  operating  accounts.  The  Allov;ance  for  Depreciation 
is  not  closed.  At  the  end  of  ten  yeaxs   the  book  value  of  the  building 
is  $40,000  and  is  recorded  in  two  building  at^counts  as  follows. 

.BiriII).ING^.0ST 

(1)  ~        "^  50,000  » 
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AT^T-nuAwnF.  T?OR  DEPRECIATION  BUILDIUG 

^  __ 

•(2)  1,000 

•(3)  1,000 

.   ,  •(4)  1,000 

•(5)  ,  1,000 

«(6)  1,000 

«(7)  1,000 

•(8)  1,000 

»(9)  1,000 

•(10)  1,000 

■I    -  ■ 

At  the  end  of  50  years  of  tise,  the  Allowance  for  Depreciation  will  be 
|50#000,  which  equals  the  original  cost  of  the  building*  B«ok  value 
is  then  zero*  If  the  building  is  torn  down  at  that  time,  the 
Allowance  for  Depreciation  of  Building  should  be  transferred  to  the 
Building-Coat  b7  the  following  entries* 

End  Tear  50 
Allowance  for  Depreciation  of  Building  •«•»•«*•  50,000 

Building-Cost  .••••....••....•••».•••..«•••••«,«•  50,000 

These  entries  close  the  accounts  for  both  the  bttilding  cost  and 
the  aoouBulated  depreciation* 

If  the  building  is  not  useful  for  more  than  45  years,  then 
total  recorded  depreciation  will  be  $45,000*  The  remaining  cost 
of  $5,000  is  understated  depreciation  for  the  past  45  years* 
Depreciation  should  have  been  $1^111  .each  year,  which  in  45  years 
would  haT9  acctonilated  to  $49,995«  Since  it  is  not  often  tisefal  to 
■mend  'so  aaiiy  past  operating  statements,  the  balance  usually  is  written 
off  as  a  loss  In  the  year /abandonment  by  entries  such  as  the  following. 

End  7ear  45 
Allwoance  for  Depreciation  ««••««•««••••  45,000 
Loss  on  Retirement  of  Building  •«•««•«••  5,000 

Building-Cost  ««94«4,.«*»^**. •••..*.• m   50,000 

Next  assume  an  example  of  a  machine  vhLdh.  costs  $20,000* 
It  has  an  estimated  service  life  of  12  years^t  is  expected  to  be 
sold  as  scrap  iron  for  $500  above  the  cost  of  removal^  Total 
depreciation  Is  $19,500^12  =  $1,625  each  year* 


^  Then 


>.*.^C.  ;;-i,  ■ 
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A  depreciation  schedxile  should  be  prepared  as  follows. 


End  of 

Original  Cost 

'  Depreciation 

Allowance  for' 

Book  Value 

Year' 

Depreciation 

t 

0 

$   20,000 

•-      ' 

1 

1 

20,000 

'  $  1,625 

$   1,625 

« 

$  18,375 

2 

20,000 

'    1,625     ' 

3,250 

1 

16,750 

3 

20,000 

'    1,625 

4,875 

« 

15,125 

4 

20,000 

'    1,625     ' 

6,500 

t 

13,500 

5 

20,000     ' 

1,625     ' 

8,125 

« 

11,875 

6 

20,000 

1,625 

9,750 

t 

10,950  , 

7 

20,000 

1,625 

11,375 

1 

8,625 

8 

20,000   ..  _ 

"go, bob 

.1,625... 

,..-  ,-1.3,000-  - 

t 

■^:   -  7y000 

9 

'    1,625     ' 

14,625 

5,375 

10 

20,000 

1,625     ' 

16,250 

f 

3,750 

11 

20,000 

1,625 

17, 875 

* 

2,125 

12 

20,000 

1,625 

19,500 

1 
t 

500 

.  The  machine  is  sold  for  scrap  at  the  end  of  the  12th  year. 
The  buyer  bears  the  cost  of  removal  and  pays  $500o  The  entries  for 
retirement  ares 


End  of  12th  year 
Allowance  for  Depreciation  of  machine  ••••*  19,500 


Machine-Cost  o.o«e...<.<,o,.o.o.. 20,000 

DEPRECIATION  FOR  PART  OF  A  YEAR.  Rarely  is  a  depreciating  asset 
acquired  on  the  first  day  of  a  fiscal  period.  Usually  both  the 
receipt  and  the  disposal  of  an  asset  occiir  on  various  other  dates 
during  a  year.  Proper  assignment  of  cost  requires  that  depreciation 
for  fractions  of  a  year  be  accrued  in  the  same  manner  as  depreciation 
for  the  full  year.  It  is  not  necessary  however  to  compute  deprecia- 
tion on  a  daily  basis.  This  assumes  more  accuracy  than  is  possible. 
The  calculations  are  sufficiently  accurate  if  computed  to  the  nearest 
month.  In  other  words  one  twelth  of  a  year  is  the  smallest  necessary 
unit  of  depreciation.  Depreciation  for  less  than  one  month  may  be 
ignored.  A  half  month  or  more  is  considered  as  one  month. 

For  example  a  machine  is  purchased  June  20  -  19A.  and  has 
prospective  usefulness  of  10  years.  Original  cost  is  $25,000  with  no 
expected  salvage  value  above  removal  costs.  The  depreciation  rate 
accordingly  is  10^  of  cost  or  $2,500  a  year.  Depreciation  on  a 
monthly  basis  is  $2,500  -  12  or  $  208,33  per  month.  It  is  sold  to  a 
used  machine  dealer  on  August  25  «•  19F  sLfter  62  months  of  use  for 
$11,000* 
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Asstme  that  the  business  operates  on  a  calender  year  which  ends 
December  51.  Depreciation  for  the  period  of  iise  is  as   follows. 


Year  Depreciation  Total  Allowance  for  Byp)^  Va].\t? 

Depreciation 

A  ^, $  1,250 $  1,250   TT...., f  23,750 

B  ;.•••..••.•••    2,500 S,7^   •....» 21,250 

C  «••••••«.••••    2,500 6,250 18,750 

D  ••••••• 2,500 8,750   •• 16,250 

E 2,500 11,250   13,750 

P 1,667 12,917   12,083 

The  schedule  of  course  will  have  been  completed  for  ten  years  at  the 
rate  of  $  2,500  per  year,  since  sale  during  year  F  is  not  foreseen. 
During  year  P  the  book  ralue  is  $25,000  less  $11,250  depreciation  for 
the  preceding  fotar  and  one  half  years,  since  the  list  adjusting  entries 
have  been  made  December  31  -  19E,  Special  care  must  be  made  to  acrue 
eight  months  depreciation  for  year  19F.  This  year  depreciation  may  be 
recorded  on  the  date  of  sale,  but  often  it  is  recorded  at  the  end  of 
the  year  of  sale.  The  sale  may  be  analyzed  and  recorded  by  the  follow- 
ing entries  shown  here  in  general  journal  form. 

August  20  -  19P 

Cash  ., ••»«••»•»•.«  U,000 

Allowance  for  Depreciation  ,«*o«*.**..*.  12,917 
Loss  on  Sale  of  machine  •«••••••••••••.•  1,083 

liH^hine-Gost  •••••.••••••••••^••..^•••.-.••...  25,000 

To  record  sale  of  machine. 

August  20,  19F 
Depreciation  of  machine  •..•^•••••'•«^«..«  1,667 

Allowance  for  Depreciation  •••••••...••..•••  1,667 

To  acctire  depreciation  for  8  months  of  19P 

The  full  amount  of  depreciation  which  shotild  be  recorded  according  to 
the  schedule  is  $12,917.  Qa  August  20,  19F  this  amount  may  be  removed 
frok  the  account  even  thou^  on  that  date  the  account  shows  a  credit 
of  only  $11,250,  This  is  only  temporarily  in  error.  It  is  cott^cted 
by  a  depreciation  entry  for  eight  months  of  $1,667  either  on  the  date 
of  sale,  August  20,  or  at  the  end  of  the  year,  December  31.  If  delayed 
until  December  31,  however,  there  is  a  danger  of  failing  to  recognize 
any  depreciation  for  the  year.  The  machine  is  not  on  hand  and  has  been 
removed  from  the  accounts.  Its  use  for  part  of  the  yeso*  might  be  over- 
looked. 

DECLINING-BALANCE  METHODS.  There  are  many  who  are  not  satisfied  under 
some  circumstances  with  the  results  of  the  strftight-llne  method. 
Variotis  reasons  are  found  for  accelerated  depreciation.  In  other 
words,  a  schedule  is  prepared  which  systematically  reduces  depreciation 
each  year,  LargSI'  amounts  are  reported  in  the  early  jrears  of  use  than 
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Is  possible  tinder  the  straight  line  method.  High  depreciation  is  taken 
in  the  earlier  years  principally  because  imforeseen  obsolescence  in 
later  years  is  a  possibility  and  it  is  not  desired  to  delay  reporting 
such  possible  losses.  Perhaps  one  of  the  strongest  arguments  in  fa-^ir 
of  declining  depreciation  methods  is  the  desire  to  report  large  expense 
in  early  years  for  purposes  of  reducing  the  income  tax  base.  This 
might  be  good  tax  policy  for  the  taxpayer^  but  it  is  not  so  desirable 
for  accuracy  in  reporting  of  business  i  Qome. 

One  well  knovm  declining  d*^,preciation  method  is  the  sum  of 
the  digits  methodo  TSider  this  method,  each  year  of  the  estimated 
service  life  of  an  asset  is  assigned  a  number  which  is  the  remaining 
expected  years  of  service  including  the  current  year.  The  sum  of 
these  digits  gives  the  denominator  of  a  fraction.  The  fraction  has 
a  different  numerator  for  use  each  year,  which  is  the  remaining  service 
life  incliidlng  ,the  current  year.     The  fraction  for  each  year  is  applied 
to  the  original  cost  of  the  asset  to  compute  the  depreciation  of  the 
yeaxp  For  example,  assume  the  expected  service  life  of  an  asset  ia 
5  years.  The  dominator  used  each  year  is  5+4+3  +2+1=  15, 
The  numerator  used  the  first  year  is  5,  the  second  year  4,  the  third 
year  3,  suid  so  on..  Assume  a  machine  which  costs  $5,000  that  will  be 
used  five  years  with  no  value  at  the  end  of  that  time.  The  depreciation 
schedule  is  as  follows. 


Year  Fraction  of     Depreciation     Allowance  for    Book  ,^alue 
Cost  Depreciation 

1  5  +  15  ..eo.e.es.oo  ^IpGS?  .......o  #1,667  .....o...  $5,353 

Im  4      *     XQ      .....ftOOe...  -L,  UOU      900009.0  4-,  UL/vJ      .o.ooo.o.  ^,  UUU 

O  Q     +    XO     ...oeoeoooeo        X,UUU    oooooo.o        4,  UUvJ    o«o...oeo        ^pUUU 

4  ^  Xw     oo.e.o.ooao*.  OO /      yoo.....        4, OO i      .oo..e...  OO  i 

O  X     +    XO     ..ooe..eoeao  OOO     ee.oo.oo         U, UUU    0.0..0.0.  oU"" 


Totals  $5,000  .,., *-5,000  .  -0- 

The  objection  to  this  method  is  that  it  possibly  fails  to  make  proper 
distribution  of  costs  for  the  value  of  service  received  from  the 
machine.  It  may  be  contended  that  the  fourth  and  fifth  years  receive 
about  as  much  benefit  from  use  of  the  machine  as  do  the  first  and 
second  years.  It  suggests  a  very  pessimistic  outlook  for  future 
operations,  and  a  reluctance  to  report  profits  in  the  early  years  of 
operation.  The  method  seems  somewhat  arbitreiry. 

Another  declining  depreciation  method  is  use  of  a  fixed 
annual  percentage  as  in  the  case  of  the  straight  line  method,  but  this 
rate  is  applied  to  the  remaining  book  balance  of  cost  instead  of  to  the 
original  cost.  The  rate  thus  must  be  higher  than  that  used  with  the 
straight  line  method.  For  instance  let  us  continue  with  the  use  of 
the  above  example  as  applied  to  the  declining  book  balance  method. 
This  straight  line  rate  of  20^  results  in  depreciation  of  |l,000  for 
each  of  five  years.  Since  the  average:  book  value  is  approximately 
half  the  original  cost,  the  rate  xmder  the  declining  balance  method 
should  be  approximately  double  the  straight-line  rate,  or  40%. 
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Accordingly  the  depreciation  schedule  on  an  original  cost  of  $5,000  is 
as  follows. 


Year    Depreciation    Allowance  for         Book  Value 

Depreciation 

1 $2,000 $2,000  ..CO...  $3,000 

2  .....  1,200 3,000  1,800 

3  .....    720  ..,.,0...  3,920  „..  1,080 

4  .....    432 4,352 648 

5 259  .........  4,611  o o 389 

One  special  objection  to  the  declining-balance  method  is  that  it  fails 
to  depreciate  the  asset  fully.  There  is  always  a  balance  of  book  value 
remaining  even  though  small.  Even  use  of  a  50^  rate  used  in  the  above 
example  leaves  a  book  balance  of  $156.  as  follows. 


Tear      Depreciation      Allowance  for      Book  Value 

Depreciation 

1 $2,500 $2,500 $2,500 

2 1,250  , 3,750 1,250 

3 625 4,325 625 

4 312 4,687 312 

5 156 4,843 156 

The  declining  depreciation  methods  have  one  virtue  in  camnono 
They  all  represent  systematic  attempts  to  assign  the  total  cost  of  an 
asset  of  limited  service  life  to  costs  of  operation  or  expense.  The 
principal  objection  is  that  they  do  not  assign  this  cost  to  each  year 
in  proportion  to  the  value  of  service  received.  The  methods  are 
systematic,  but  otherwise  arbitrary. 

It  has  been  said  in  some  cases  that  larger  repairs  required 
in  later  years  compensate  in  the  total  expense  for  smaller  depreciation. 
That  repair  costs  follow  such  a  pattern  in  many  cases  is  very  doubtful. 
More  often  the  method  probably  has  a  sort  of  politicaJ.  appeal  which 
makes  it  acceptable.  The  policy  is  to  charge  large  sums  to  early 
years  when  there  is  no  doubt  about  receiving  the  best  service.  This 
leaves  less  to  be  charged  in  later  years  when  the  prospects  are  more 
doubtful.  The  methods  have  appeal  for  use  in  compution  of  income 
for  tax  purpose.  Use  of  the  method  will  reduce  taxes  in  the  earlier 
years.  The  later  years  offer  no  immediate  problem.  But  whether  the 
method  is  permitted  for  use  in  the  computation  of  income  for  tax 
purposes  is  a  matter  of  law  in  the  particular  country. 

UNIT-OF-SERVICE  METHOD.  Some  assets  are  exhausted  in  proportion  to 
the  number  of  physical  units  of  product  processed.  For  instance  a  cut- 
ting tool  may  wear  out  in  proportion  to  the  number  of  cutting  operations e 
An  automobile  may  wear  out  in  proportion  to  the  number  of  miles  driven. 
When  this  fact  can  be  demonstrated,  the  best  depreciation  rate  is 
a  computed  charge  per  unit  of  operating  service.  This  bases  the 
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depreciation  primarily  upon  piaysical  eonsideraticnso  The  method  is 
more  often  applicable  in  cases  where  the  tmits  of  serrice  are  consamed 
qylckljo  Then  age  of  the  asset  may  not  become  a  factor,  When  the  life 
of  the  asset  is  longp  however,  natural  conditions  siuch  as  imst  or  other 
action  of  the  elements  may  limit  the  extent  of  usefulness.  This 
consideration  perhaps  might  help  to  explaia  the  wide  general  use  of 
the  straight  line  method,  • 

THE  SINKING  FUND  METHOD  o  Well  knowE  Dut  little  used  is  a  method  of 
progressively  increasing  depreciation.  This  is  called  the  sinking- 
fund  methodj  although  the  name  is  sometimes  misleading.  Use  of  tMs 
method  does  nat  increase  the  total  ftmds  of  the  c«aDip8ffiy  asiy  more  than 
does  use  of  any  other  method.  Any  fund  must  be  pi'OTided  in  addition 
to  depreciationo  IJider  the  sinking-fund  method,  a  separate  fund  is 
created  from  existing  funds  with  no  chaags  in  total  funds  on  hand. 
The  depreciation  in  this  case  is,  as  in  all  other  casesj,  a  procedure 
for  transferring  original  cost  of  an  asset  to  the  operating  aecountso 
The  theoretical  basis  for  the  sinking-fund  method  of  depreciation  1« 
worthy  of  note.  It  is  argued  that  revenue  to  the  extent  of  deprecia- 
tion recovered  throtigh  revenue  in  the  ealier  years  of  use  can  be  invest- 
ed in  non"Operating  asset®.  This  investment  will  earn  more  interest 
than  that  which  is  likewise  recovered  and  invested  in  later  years. 
This  is  based  partly  on  the  fact  that  an  old,  depreciated  piece  of 
plant  or  equipment  of  low  book  value  hag  as  great  capacity  for 
physical  production  as  similar  new  eqixipment  of  high  book  value.  The 
funds  recovered  through  revenuep  which  are  assumed  at  least  to  equal 
depreciation  charges.)  do  not  need  to  be  used  for  replacements  until 
the  old  eqiiipment  is  abandoned.  The  combination  of  these  facts  calls 
for  an  accounting  which  tends  to  stabilize  net  income  after  both 
depreciation  charges  and  fund  earnings  are  taken  into  account.  As  the 
increasing  fund  earns  more,  the  depreciation  charge  can  be  greater. 
Hence  the  sinking  fund  method  calls  for  ftTinuftl  charges  such  that  if 
accumulated  by  a  compound  interest  procedure,  the  total  depreciation 
will  equal  the  original  cost  of  equipment  at  the  end  of  the  required 
number  of  years. 

By  use  of  an  annuity  table,  the  required  charge  the  first 
year  is  ascertained.  Each  year  the  depreciation  charge  equals  that 
of  the  preceding  year  plus  an  interest  calculation.  For  example, 
assume  an  interest  rate  of  5$,  original  cost  of  equipment  llOOpOOO 
and  «  service  life  of  10  years.  What  annual  charge  is  required, 
which,  if  increased  by  V%  each  jrear  \d.ll  accumulate  to  1100,000  at 
the  end  of  10  years? 
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Froa  a  mathematical  table  ve  learn  that  if  an  annuity  of  $8^793  is  - 
eoapotinded  each  year  at  Z%  it  will  acctmulate  to  $100,000  in  ten  yea^s 
as  follows* 


Tear         Annijal          Annual  Accumulated 

Depreciation       Increase  Depreciation 

1 (8,725 « $  8,723 

2  ..••• 8,985  ..., $262  co«...,.«.^.  17p708 

3 9,254  *...•«......  269  26,962 

4  ,..••••...  9,552 278  *•• 56/494 

5  •«•«•••«««  9,818  •«•«« 286  ^•••.•••.^•.  46,512 

6  .,••«••«•«  10,112 294  •••••••••«..  56,424 

7  10,416  504  .••«•••«««..  66,840 

8  •••••••«••  10,728  ••••••«««•••  512  *««-**»««i^4«f;    77,568 

9 11,050  •««••,••••••  522  *4,...«.,.^..  88,618 

10 ♦..*.  11,582  522  •«•««•..«,««  100,000 

I-  I  |-a  I  ■■  nil'  fii        nil  i  i   ■!  i    i  -i  i     - 

100,000 

This  method  derives  its  name  flpom  the  fact  that  it  is  associa- 
ted with  use  of  a  slaking  fund*  The  actual  sinking  fund  is  created  in 
addition  to  depreciation*  In  reality  the  depreciation  accounting  aiid 
the  creation  of  a  sinking  fund  are  entirely  independent  activities. 
If  the  sinking  fund  is  created,  it  is  done  by  deposits  of  cash  according 
to  a  schedule  which  corresponds  to  the  above  depreciation  schedule 
as  follows* 


£Snd  Year 

1 

Annual  Deposit 
*.  $  8,725  

Fund  Earnings 
.....   -  0  - 

Total  Fund 
$  8,725 
17,708 

2  ••••••* 

8,725 
,.   8,725 
..   8,725 
*•   8,725 
..   8,725 

8,725 
*.   8,725 
••   8,723 
.*   8,725 

.....    262  .••»*.•*• 

5  •**•«•* 
4  ••••*•• 

26,962 

,..*•    809  ..*«••*.•* 

56,494 

5 ,* 

>•••*  1,095  ••••4«««« 

46, 312 

6 

7  •* 

»M..  1,589  •.•****o 
>.**■  1.695  ■««....«. 

56,424 
66,840 

8  «.,•«•« 

.!» p^nns  -^-. 

77,568 

9  **••««• 
10  •*•*••• 

*.««i»*^««*k^  2,527-  *•*•••••. 

88,618 
100, 000 

• ,  ,,y      •   ,  . 

Totals 

$87,250 

$12,770 

$100,000 

The  bookkeeping  entries  for  the  depreciation  and  the  sinking  fund  for 
the  first  three  years  in  the  above  example  are  as  follows* 

1st  year  (l) 
Depreciation  of  Equipment  .••«»*«*i.«. ••*««;<»  8^723 

Allowance  for  Depreciation  of  Equijaent  *««....  8,723 
Tq  record  depreciation* 
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(2) 

Sinking    Fund     seea«e«e*eeo««»v»o««oeo     8^  725 

uASn    ••a*e*e»«eaoe««ae*eoeeee»»»»«ae**     Oy ( cO 

To  estimate  a  sinking  fund. 

2nd  year  (l) 
D@psr«ciation  of  Eqtdpment  .oo«»a«*.«  8,985 

Allowance  for  Depreciation  ..• 8, 95 

To  record  Depreciation. 

(2) 

Sinking   Fund    e««aee««a*****ii«sea»»eo    8y  985 

Cash    aooaa. aaaaaaaaa aaaaa        8,723 

Sinking  Ftmd  Earnings  aoo 262 

To  contribute  to  the  sinking  ftmd  and  accrue  the  earning 
of  $  262. 

3rd  year  (l) 
Depreciation  of  Eqiiipment  aaaaaaoee^  9y254 

Allowance  for  Depreciation  of  Eqtdpaent  ...  9,254 
To  record  depreciationa 

(2) 
Sinking  J'nnd .,.,,   9,254 

Cash  »»»»»9»»»»o»f»f»»»ta»»»o»aaof     8, 723 

Sinking  Fund  Earnings », ea   531 

To  record  ajmnal  contribution  to  the  sinking  fund 
|8,723  and  to  accrue  earnings  of  the  fund  $531. 

A  sinking  fund  is  an  asset  or  a  conbination  of  assets. 
•'■  Establishnent  of  the  fund  transfers  cash  into  the  special  custody  of 
a  tmstee  irtio  is  responsible  for  in-^stment  and  safety  of  the  fund  a 
The  anmial  increase  in  the  fund  comes  f^om  two  sotorcesa  A  fixed 
aaotint  is  transferred  f^rom  cash,  which  in  the  above  case  is  $8, 723a 
The  other  soturce  is  intere^"t  or  diTidends  which  the  fund  earns  each 
year  it  is  invested.  In  this  example  we  st^jpose  earnings  of  the  fund 
will  be  5^a  This  might  not  be  the  case  always.  Since  depreciation 
entries  have  nothing  to  do  either  with  the  creation  of  a  sinking  fund 
or  with  retaining  any  funde  withing  the  business,  this  sinking  fund 
may  be  used  just  as  well  i&  association  with  any  other  method  of 
depreciation.  It  is  not  necessary  that  the  sinking  fund  accumulated 
equal  the  accumulated  deprteciation. 

(HIOUP  DEPRECIATION.  What  Is  the  smallest  unit  or  part  of  unit  that 
can  be  separately  depreciated?  It  is  entirely  practical  sometimes 
to  depreciate  the  separate  parts  of  a  large  unit  of  equipment  if  the 
parts  are  separately  z^placeablea  E^en  the  paint  on  a  building  may 
be  carried  in  a  separate  aceotmt  and  deprecial^ed  separatelye  The 
lining  of  a  furnace  can  be  carried  as  an  asset  separate  from  the  rest 
of  the  structure,  depreciated,  and  replaced  separatelya 
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However  there  are  cases  in  which  a  large  number  of  similar 
small  units  are  best  depreciated  as  a  group.  Individual  telegraph 
poles,  railroad  rails,  cross  ties,  or  dishes  may  be  too  small  for 
individual  depreciation.  Here  a  depreciation  rate  is  established  for 
an  estimated  average  life  of  the  group.  The  units  which  are  retired 
earlier  than  average  are  assumed  to  be  compensated  for  by  the  units 
which  are  in  service  longer  than  average.  The  entire  group  then  is 
depreciated  as  a  unit.  Whenever  individ\ial  omits  are  retired  from  use, 
their  cost  is  written  off  by  a  debit  to  the  allowance  for  depreciation 
of  the  group  and  a  credit  to  the  cost  of  the  group.  Replacements  are 
debited  to  the  original  cost  of  the  group. 

In  the  use  of  this  method  a  bold  assumption  is  made  that  the 
allowance  provided  is  adequate.  This  of  course  is  very  difficult  to 
determine.  The  cost  of  the  units  of  any  asset  control  the  amount  of 
the  depreciation  entries.  In  this  case  since  the  group  may  never  be 
abandoned  in  its  entirely,  the  day  of  reckoning  will  not  come  as  it 
does  when  individual  units  axe  depreciated  separately.  The  allowance 
for  depreciation  can  become  greatly  overstated  or  understated  for  a 
long  time  before  an  error  is  detected.  A  review  of  the  depreciation 
policy  may  be  made  occasionsilly,  but  at  best  the  accuracy  leaves 
something  to  be  desired. 

REPLACEMENT  INSTEAD  OF  DEPRECIATION.  Closely  related  to  the  group  method 
of  depreciation  is  the  practice  of  charging  all  replacements  to  expense. 
No  depreciation  is  taken  on  the  original  equipment.  It  is  argued  that 
if  replacements  are  made  sufficient  to  keep  the  group  functioning 
effectiTsly  in  its  entirely  that  no  allowance  for  depreciation  is 
required.  This  view  is  conceptually  valid,  but  it  seems  to  beg  the 
question.  The  question  is:  How  many  replacements  should  be  made  in 
order  to  conserve  the  original  investment?  Replacements  often  can  be 
made  at  the  whim  of  a  management  which  wants  to  make  a  particulsir 
showing  of  income.  Old  and  worn  silverware,  dishes,  furniture,  etc. 
often  can  be  used  just  a  little  longer  with  no  necessity  to  recognize 
deficiency  in  service.  On  the  other  hand  new  units  may  be  bougnt 
while  the  old  units  are  still  adequate.  A  good  depreciation  policy 
will  show  how  much  replacement  shotild  be  made  in  order  to  preserve 
the  value  of  the  original  assets.  Good  management  woiald  seem  to 
require  a  depreciation  policy  based  on  the  best  possible  estimates,  and 
these  estimates  should  be  subject  to  review  occasionally. 

EFFECT  OF  DEPRECIATION  ON  CimRENT  ASSETS.  Depreciation  expense  is 
derived  from  the  use  of  plant  as  sets  •  Revenue  from  the  s^e  of  product 
is  a  source  of  current  assets.  Hence  if  revenue  is  sufficient  to 
recover  all  expenses,  inclioding  depreciation,  some  part  of  plant  assets 
is  converted  into  current  assets.  The  increase  in  current  assets  during 
a  period  of  tine  eqiials  the  net  income  plus  depreciation. 

The  legal  requirements  for  corporations  usually  are  that 
contributed  investment  be  reteiined  before  any  dividends  can  be  paid. 
Thus  all  net  income  legally  may  be  paid  in  dividends.  The  amount  of 
depreciation  each  year  accordingly  limits  the  extent  to  which  dividends 
legally  can  be  paid.  However  the  business  policy  of  most  corporations 
is  to  retain  a  fraction  of  net  income.  In  this  case  it  is  not  the 


184  - 


depreciation  charge  which  lindts  the  extent  to  which  assets  ar©  paid 
out  as  dividends  5  depreciation  only  sets  a  maxinram  limit  to  the  dividends 
which  legally  can  be  paido  In  business  practice  the  amount  cf  current 
assets  retained  above  the  depreciation  charge  is  detsrmined  by  the 
budget  for  operations. 

DEPLETION.  The  unit  of  service  method  i/j  espeeially  applicable  in  the 
case  of  natural  resources  which  are  depleted,,  For  instance  coal  mines, 
oil  reserves,  stone  quarries,  and  timber  tracts  are  depleted  as  units 
are  removed.  This  is  essentially  a  kind  of  inventory  process.  The 
total  nimiber  of  units  available  is  estimated,  such  as  1,000,000  tons 
of  coal  in  a  certain  formation.  The  original  cost  is  divided  by  the 
number  of  tons  expected  to  be  mined.  Thus  a  depletion  cost  per  ton  of 
coal  can  be  assigned  to  the  cost  of  coal  produced. 

Depletion  is  similar  to  depreciation,  except  in  the  case  of 
depletion  a  more  accurate  estimate  may  be  made  of  the  n^auber  of  physical 
units  consumed  or  removed.  If  there  are  one  hundred  million  boai'd  feet 
of  lumber  available  to  be  cut  from  a  timber  tract,  and  if  the  cost  of 
the  tract  is  one  million  dollars,  the  depletion  cost  is  one  cent  per 
board  foot  removed.  Geologists,  engineers,  and  other  specialists  a:?« 
STifficiently  expert  in  making  estimates  of  original  quantities  of  these 
natural  resources  available. 

The  use  of  structures  required  for  removing  material  that  is 
depleted  should  be  depreciated  on  the  same  basia  as  depletloiio  MisB 
props  and  other  structiu'es  are  serviceable  oiily  as  the  coal  is  removed. 
It  is  assrmied  in  these  cases  that  physical  life  is  at  least  as  long 
as  the  economic  life  of  the  structtires. 

Gcjst  of  depletion  may  be  credited  to  an  Allowance  for 
Depletion  account,  or  it  may  be  credited  directly  to  the  asset.  Sines 
the  problem  is  somewhat  cf  the  nature  of  a  special  inventory,  t.here 
is  no  great  objection  to  reporting  only  the  net  balance  of  the  asset. 

CHANGES  IN  DEPRECIATION  RATES.  After  many  years  of  use  it  may  be  found 
that  the  depreciation  rate  in  use  is  too  high  or  too  low.  If  the 
evidence  is  clear,  a  new  rate  should  be  computed. 

Suppose  a  building  which  cost  $100,000  has  been  depreciated 
on  a  40  year  basis  at  a  rate  of  Zi»     After  30  years,  upon  careful 
consideration,  it  is  found  to  have  a  prospective  remaining  use  of  20 
years.  It  is  now  clear  that  the  rate  should  have  been  2%a     The 
recorded  depreciation  is  $75,000  for  the  first  30  years  of  use. 
According  to  the  revised  estimates  the  depreciation  should  hare  been 
only  $60,000.  An  adjustment  to  the  Allowance  for  Depreciation  of 
$15,000  should  be  made  as  follows. 

End  Year'  50 
Allowance  for  Depreciation  ....o.......,,.  15,000 

Retained  Earnings  ooeeo.aaooaooea«.aoaaoooeao  15, 000 

The  facts  now  disclose  that  depreciation  which  has  been  charged  to 
the  operating  accounts  and  thence  to  expense  has  been  too  great  by 
$500  each  year  for  50  years.  Accordin^y  income  has  been  understated 
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l>7  $J,5,000#  This  is  corrected  b7  a  credit  adjustment  in  the  Retained 
Earnings  acootmt.  The  proper  book  value  of  the  building  should  be 
$40,000  and  not  $25,000,  The  correction  should  be  made  through  the 
Allowance  for  Depreciation  account  and  not  as  an  adjustment  to  the 
building  cost. 

Some  have  said  that  the  new  depreciation  rate  may  be  adjusted 
such  as  to  depreciate  the  remaining  book  value  of  $25,000  over  the 
remaining  prospective  service  life  of  20  years.  This  results  in  annual 
depreciation  of  $1,250  instead  of  the  previous  $2,500,  "his  is  an 
error  because  it  uses  overstated  depreciation  of  past  years  for  the 
purpose  of  understated  depreciation  in  the  remaining  years.  The 
straight  line  method,  which  applies  a  constant  rate  to  original  cost, 
assumes  equal  service  received  each  year^  According;  to  the  new  and 
more  reliable  evidence,  the  depreciation  charge  should  be  $2,000  each 
year  for  all  years  and  not  $2,500  for  the  first  30  years  and  $1,250 
for  the  remaining  20  years.  The  new  rate  to  be  used  accordingly  is 
Z%  of  original  cost  of  $100,000  and  not  ^  of  $25,000. 

Likewise  if  the  depreciation  rate  is  foimd  too  high  it  should 
be  calculated  on  the  best  recent  estimates  available  and  corrections 
made  for  past  errors.  Suppose,  contintiing  the  above  example,  that  at 
the  end  of  50  years  the  building  is  estimated  to  be  not  useful  after 
five  more  years,  making  a  total  useful  life  of  35  3rears<  It  is  now 

fvident  that  the  correct  straight  line  depreciation  is  $100,000  +  35  = 
2,857  per  year  or  a  rate  of  2,857^,  Accordingly,  depreciation  of  the 
past  30  years  has  been  understated  by  $357  each  yearp  An  adjustment 
for  these  years  shotald  be  made  for  30  x  $357  =  $10,710  as  follows. 

End  of  Tear  30 

Retained  Earnings  ,, ««,.«  10,710 

Allowance  for  Depreciation  ,,,,,  ,,««•<>,,  10,710 

Income  of  the  past  has  been  overstated  by  $10,710  and  should  be  reduced 
by  this  amount.  It  is  usually  not  practical  to  correct  each  published 
statement  of  income  for  the  past  30  years.  The  adjustment  thus  will 
be  made  in  the  fietained  Earnings  account  in  the  year  of  discovery  of 
the  error.  The  corrected  book  value  of  the  building  is  $100,000  less 
adjusted  Allowance  for  Depreciation  of  $85,710  or  $14,290,  Tlie  new 
depreciation  is  2,857$  of  $100,000  a  yBar  or  $2,857,  In  the  remaining 
five  years  of  use  this  will  accumulate  to  $14,285,  leaving  a  book 
value  of  $5.  for  the  building.  This  small  error  can  be  written  off 
arbitrarily  in  the  last  year. 

When  old  equipment  is  no  longer  in  service  and  cannot  be  sold, 
any  remaining  beuLance  in  book  value  should  be  written  off  as  a  loss. 
The  loss  is  of  course  not  a  true  loss  but  is  a  correction  for  understated 
depreciation  expense  in  the  past.  If  the  old  equipment  is  replaced  by 
new  and  more  efficient  equipment  before  the  full  service  life  of  th© 
old  equipment  is  exhausted,  no  part  of  the  book  value  of  the  old 
equipment  should  be  deferred  and  depreciated  over  any  part  of  the  life 
of  the  new  equipment.  If  so  great  an  investment  in  the  old  equipment 
was  a  mistake,  it  is  a  mistake  of  the  past.  The  future  revenue  should 
not  be  burdened  by  any  part  of  this  past  mistake.  Good  accounting 
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reports  available  facts  which  fairly  preseat  the  finaacial  operating 
results  and  the  cujprent  financial  positioa  of  the  entai^riseo  The  re- 
ports should  not  be  influenced  by  any  desire  to  shovf  Iriooae  which  is 
not  in  conformity  with  the  facts.  Often  a  large  loss  aust  be  recognized 
because  of  failure  to  record  depreciation  in  the  pasto 

FULLT  DEPRECIATED  EQUIPMENT.  In  recent  years  there  has  been  a  greater 
tendency  to  overstate  than  to  understate  depreciation.  High  taxes 
on  income  encourage  this  practice.  The  encoxiragement  is  especially 
strong  in  periods  of  rising  prices  and  general  business  prosperltjo 
By  using  higher  depreciation  rates  than  actual  operating  conditions 
require,  the  reported  income  is  redcced.  ^^^^  ©quipment  is  fully 
depreciated  before  it  is  discard  from  use»  wh^n  tiqcdpiueAt  is  fully 
depreciated  no  further  depreciation  may  be  taken,  as  this  would  assign 
greater  costs  to  production  than  actaally  have  bean  incurred.  The 
eqtiipment,  however,  is  not  less  valuable  I'scaase  it  is  carried  on  the 
books  without  value.  When  this  sittiation  arises,  an  appraisal  of  the 
new  circumstances  should  be  made  and  book  values  adjusted  according 
to  the  facts.  This  adjustment  may  be  done  best  by  reduction  in  th® 
Allowance  for  Depreciation  rather  that;    by  an  ir^craase  of  th&  asset 
account  which  reports  original  cost.  These  book  eixtries  may  not  be 
proper  for  tax  purpose,  but  they  do  encourage  a  better  basiness  maaage- 
ment  policy.  Tax  adjustments  can  be  made  in  the  workijag  papers  °J!:sed 
for  tax  reporting  according  to  the  applicable  ta*:  law,3o  These  adjust- 
ments need  not  be  made  regularly  in  the  accoutxtg. 

DEPRECIATION  IS  BASED  ON  COST.  Many  times  it  has  bea-i  said  that 
depreciation  based  on  original  cost  Is  nf)t  correet.  This  raises  a 
question  about  the  use  to  be  made  of  the  depre<?iation  dhscegSo     Some 
have  wanted  to  base  depreciation  on  the  C'orrent  market  'rdhxe   of  the 
plant  asset,  or  on  replacement  cost.  Thils  pr-ica-ixire  desti-c*^  the 
concept  of  product  cost,  a  cost  measured  by  actual  business  transactions* 
Those  who  want  to  base  depreciation  on  replacement  cost  are  often 
mistaken  about  the  relationship  between  the  total  cost  of  a  product  and 
its  selling  price.  If  the  replacement  cost  of  an  asset  is  greater  than 
its  original  cost,  more  va].uable  assets  are  being  coi-iStaned  than  is 
reported  by  the  use  of  original  cost.  Possibly  the  product  shaold  sell 
for  a  higher  price.  But  it  is  wrong  to  m^ppa&e   that  the  selliag  price 
should  have  a  rigid  and  imchangeable  relationship  to  historical  acGoiinting 
cost.  In  other  words  if  the  replacement  cost  of  assets  ti?.  ase  is  greater 
than  original  cost,  the  selling  price  of  rtthe  product  \rell  may  b©  higher 
than  otherwise.  But  a  clear  understanding  of  cost  does  not  req-jiire  that 
costs  be  raised  accordingly  in  the  accounts.  The  result  of  using  original 
cost  under  these  corcumstances  is  that  profits  wilj  be  higher.  There 
can  be  no  reasonable  objection  to  reporting  klgher  profits  under  the 
circumstances.  But  altering  the  transaction  cost  does  raise  some  gra^ira 
questions  about  the  truth  of  the  report. 

Basing  depreciation  on  an  ever  chang:lng  replacement  cost  will 
not  contribute  to  tha  correct  amoTint  of  ravanua  to  replace  the  asset 
in  any  case.  Funds  for  replacement,  or  any  other  use,  ar3  proijlded 
by  revenue  and  not  by  increasing  stated  costso  The  forces  which 
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determine  revenue  are  not  the  accounting  costs*  Nor  can  cost  of  the 
ultimate  replsuiement  requirement  be  foreseen.  The  sum  of  anmi^l 
provisions  made  by  any  method  of  depreciation  would  not  be  likely  to  . 
give  the  required  total  cost  of  replacement* 

If  costs  are  to  be  adjusted  for  conditions  of  changing  pricesp 
one  widely  advocated  method  is  that  of  adjusting  old  recorded  costs  for 
the  change  in  general  purchasing  power  of  the  money  in  tisoo  This 
method  applies  an  index  number  to  the  old  recorded  cost  in  order  to 
give  it  greater  current  significance.  A  more  complete  discussion  of 
this  problem  cannot  be  undertaken  her*.  But  it  is  useful  for  the  student 
to  make  a  more  advanced  study  of  this  problem. 
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Chapter  16   THE  PAYROLL 

Accounting  for  the  wages  and  salaries  paid  to  employees  is 
an  important  part  of  the  financial  activities  of  any  business.  The 
number  of  employees  is  one  measure  of  the  importance  of  the  businesso 
The  income  of  many  people  depends  on  the  success  of  the  business. 
Each  employee  mrust  be  acco-unted  for  in  payroll  accounting,  A  distinct 
legal  liability  to  each  employee  exists  for  the  service  which  he  per- 
forms to  the  business.  The  wages  or  salary  of  each  employee  must  be 
computed.  Permanent  records  must  be  kept  with  the  computations  and 
payments  of  earnings  for  each  employee. 

The  distinction  often  made  between  '.vsges  and  salaries  is  not 
important.  Wages  usually  are  computed  for  a  shorter  period  of  time 
than  salaries.  A  worker  may  be  paid  wages  for  the  number  of  hours 
works.  Or  he  may  be  paid  for  the  ntimber  of  pieces  of  product  which 
he  produces.   sually  he  is  paid  at  the  end  of  a  short  period  such 
as  a  week. 

Salaries,  on  the  other  hand,  refer  to  the  earnings  of  em- 
pibjees  on  a  more  continuous  basis.  Salaries  often  are  stated  on  a 
monthly  or  yearly  basis.  But  the  employee  may  be  paid  once  each  week 
or  once  each  motnh.  Sometimes  the  laws  of  a  country  limit  the  time 
which  an  employer  can  wait  before  paying  wages  or  salaries.  Employees 
who  are  paid  salaries  on  a  monthly  or  yearly  basis  are  expected  to 
work  certain  hours  each  day  just  as  are  employees  who  are  paid  wages. 
However  the  time  is  usually  not  accounted  for  with  such  accuracy  as  is 
used  for  wages  when  paid  by  the  hour  or  unit  of  product.  Wage  earners 
are  paid  for  working  excess  hours  during  a  day.   Sometimes  the  rate 
per  hour  is  higher  for  excess  hours  than  for  regular  hours.  Employees 
on  a  salary  basis  are  paid  for  excess  hours  each  day  sometimes  and 
sometimes  not.  ^h^g  depends  on  the  agreement  between  employer  and 
employee. 

In  the  case  of  both  wages  and  salaries  the  fundamental 
problem  is  to  debit  the  cost  of  the  service  received  to  the  proper 
cost  accounts  and  to  credit  the  liability  for  payment  in  cash.  Both 
are  for  personal  services,  "^he  wage  or  salary  cost  is  expense  if  the 
employee  is  engaged  in  selling  or  in  general  office  work.  The  wages 
of  factory  workers  are  costs  of  the  product  produced,  ^n  all  cases 
there  is  a  liabiltiy  to  the  individual  employee  imtil  the  wage  or 
salary  is  paid.  The  liability  to  employees  for  their  services  is 
called  the  payroll.  It  makes  no  difference  whether  the  payroll  is 
for  wages  or  for  salaries.   ndividual  liabilities  are  involved  in 
each  case. 

The  first  step  in  the  control  of  payroll  is  employing  the 
person.  Care  must  be  used  to  avoid  placing  names  on  the  peyroll  of 
persons  who  are  not  properly  employed.  The  next  step  is  control  over 
the  working  hours.  The  use  of  time  clock  cards  gives  some  control 
over  working  time.  Assignment  to  work  within  the  plant  is  a  question 
of  distributing  labor  cost  to  various  jobs  or  products.  Some  idle 
time  is  unavoidable,  but  all  time  must  be  accounted  for.  Often  time 
keeping  is  entrusted  to  a  foreman  or  the  head  of  a  department, 
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A  regular  timckeopGr  should  give  bettor  control  over  the  accounting 
for  working  time.   Daily  job  cards  must  be  kept  with  the  work  done  by 
each  worker.  These  are  compared  with  clock  cards  at  the  end  of  each 
day  in  order  that  all  time  be  accounted  for.  The  clock  card  is  con- 
trolling for  the  wage  payment.  When  no  clock  card  is  used,  trusting 
the  head  of  a  department,  or  even  a  time  keeper,  does  not  give  the  best 
control  over  workers'  time  for  which  payment  must  bo  madOo  The  daily 
job  cards  are  used  for  assigning  the  wage  cost  in  the  payroll  officOo 
But  these  cards  must  agree  with  total  time  the  employees  are  present 
for  work. 

PAYROLL  DEDUCTIONS.   In  most  countries  there  is  a  difference  between 
the  amount  which  an  cnqjloyee  earns  and  the  amount  which  he  is  paid  in 
cash.  Many  deductions  may  bo  made  from  the  wages  earned.  Some  of  these 
deductions  are  for  benefits  which  tho  enployeo  has  received  from  the' 
employer.  Some  deductions  aro  for  taxes  which  the  eniployeo  must  payo 
Some  amounts  are  withheld  and  paid  by  the  employer  to  others  for  debts 
owed  by  the  on^jloyee,  such  as  union  dues.  Some  of  these  deductions 
are  determined  by  the  lav/s  of  the  country  and  some  are  determined  by 
agreement  with  the  employee,  A  list  of  these  deductions  might  include 
tho  following  ; 

1.  TaxGS  deducted  from  tho  wages  and  paid  to  the  government  by 
tho  employer  for  tho  employee  according  to  law. 

2«  Contributions  to  pension  or  retirement  funds  deducted  from 
wages  and  paid  by  the  employer.  This  may  bo  either  according 
to  the  law  or  according  to  agreement, 

3o  Deductions  for  insurance  to  be  paid  by  the  employee.  This  is 
usually  according  to  agreement, 

4..  Savings  of  the  eii5)loyee  which  are  paid  into  a  fund  by  the  em- 
ployer. This  is  usually  by  agreement.  The  employee  will  re- 
ceive a  bond  or  deposit  certificate  to  show  for  his  later 
benefits. 

5.  Sometimes  an  employee  makes  purchases  from  the  employer  and 
the  price  is  deducted  in  part  from  wages  each  payroll  period. 

In  the  presentation  of  principles  we  cannot  go  into  the  many 
computations  required  by  tho  laws  of  any  particular  country.  This  is 
to  be  done  in  compliance  with  tho  law  at  the  time  when  applicable. 
We  are  confined  hero  to  the  kinds  of  calculations,  records,  bookkoaping 
entries,  and  reports  ordinarily  used.  The  arithmetical  calculatiioriS 
are  specific  in  each  case.  They  need  not  be  learned  until  required 
for  use  on  tho  particular  job, 

PAYROLL  RECORDS.   The  first  record  required  is  one  which  approves  the 
employmont  of  the  person.  Aiv  officially  approved  list  of  employees 
and  the  terms  of  their  en^jloyment  is  necessary.  One  of  the  more  comon 
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sources  of  fraud  is  the  padding  of  the  payroll.  The  pajnroll  must 
contain  no  names  of  persons  who  are  not  properly  employed. 

When  work  begins  the  daily  and  hourly  workers  often  use 
time  cards  which  are  printed  on  a  time  clock.  These  cards  record  the 
time  the  employee  is  present  for  work.  The  clock  time  card  registers 
the  time  of  entrance  and  the  time  of  exit  from  the  place  of  work.  The 
employer  is  i  responsible  for  paying  tho  employee  for  the  time  he  is 
present.  When  no  clock  cards  are  used  tho  department  head  or  time- 
keeper makes  a  record  of  the  presence  of  employees.  The  use  of  clock 
cards  gives  better  control,  ^fc)nthly  or  yearly  workers  on  salary 
usually  are  not  subjected  to  such  strict  hourly  controlo  However, 
someone  should  bo  responsible  for  reporting  the  presence  or  absence 
of  these  employees. 

Daily  job  cards  are  used  for  factory  workers  for  purposes 
of  assigning  labor  cost  to  the  proper  job  department  or  producto  Em- 
ployees on  salary  usually  do  not  move  from  one  job  or  department  to 
another,  so  that  assignment  of  this  cost  is  simple. 

At  the  end  of  a  day  the  time  cards  are  collected  and  com- 
pared with  the  clock  cards.  The  clock  cards  are  controlling.  From 
the  corrected  job  cards  a  summary  pajrroll  register  for  the  payroll 
period  is  prepared.  This  register  contains  tho  name  of  each  employee, 
his  wage  computation,  wage  deductions,  and  net  payo  The  record  may 
be  extended  also  to  include  classification  of  the  wage  cost.  However, 
usually  a  separate  analysis  of  wage  cost  is  more  desirable.  The  pay- 
roll register  usually  is  designed  so  that  one  line  is  sufficient  for 
all  the  calculations  of  one  employee  for  one  pay  period  such  as  a 
week  or  a  month.  The  columns  of  this  register  are  totalled  and  the 
footings  serve  as  a  basis  for  summary  cost  and  liability  entries  in 
the  ledger, 

PAYROLL  REGISTER 


Employees 

Hours  ' 

Rate  of 

Total 

Earnings 

Deduction 

Not  pay 

Name 

Worked'  Pay 

A 

\ 

B 

C 

' 

Totals 

, 

The  above  form  illustrates  a  possible  payroll  register. 
Usually  t|ie  form  would  contain  more  columns.  The  employee  might 
have  a  number  as  well  as  a  name.   More  than  one  column  may  be  needed 
to  classify  the  jjours  and  typQ^work  done.  This  would  extend  the  form 

of 
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to  include  classification  of  labor  cost  by  function.  If  this  is  not 
donC)  then  the  omployoos  must  be  classified .  by  function  on  a  separate 
labor  cost  sheet,  1'he  present  form  xends  itself  well  to  mairhine 
methods  of  recording.  The  payroll  register  as  well  as  the  checks  to 
be  written  in  payment  can  bo  prepared  from  punched  cards.  Handr 
methods  can  accomplish  the  same  with  less  efficiency! 

EMPLOYEE'S  EARNINGS  RECORD «  The  employer  should  have  a  historical  ', 
record  of  the  wages  paid  to  each  employeoo  This  may  consist  of  a 
card  with  one  line  for  each  pay  period  of  a  yeqr.  On  each  line  is  re"- 
corded  the  earnings,  the  deductions,  and  the  net  pay  for  the  pay 
period  of  the  employee.  These  cards  should  be  filed  by  years  for  all 
en5)loyees.  They  provide  a  useful  historical  record  for  each  employee. 


NAME  OF  EMPLOYEE 


DATE' 

INE 

IVIDUAI 

— — = — — 1 

'TOTAL 

.   EARNINGS 

RECORD 
)i!lXJCTIONS 

Othe 

r  Information 
PAYMENT 

1 

REGULAR 

OVERTIME 

A    • 

B    ] 

C 

, 

Each  line  of  the  employee's  individual  earnings  record  shows  his 
earnings,  and  net  pay  of  one  pay  periodo  If  payment  are  weekly, 
there  should  be  fifty  two  linos  for  the  earnings  of  the  year.  A  new 
card  would  bo  used  for  each  year.  It  might  be  helpful  to  add  one 
more  column  for  the  cumulative  total  earnings  to  date. 

PAYMENT  OF  THE  PAYROLL.  The  payroll  usually  requires  cash  payments 
to  a  large  number  of  employees.  It  is  important  that  this  procedure 
be  under  strict  control.  Because  of  the  largo  number  of  small  paj^ 
ments  the  total  cash  is  usually  separated  from  other  cash  on  each 
payroll  date.  This  limits  cash  in  a  payroll  fund  to  the  exact  correct 
total.  Two  methods  of  payment  are  in  use,  one  by  check  and  one  by 
cash.  Better  control  over  payments  is  possible  if  payment  is  made 
by  check.  But  in  any  case  one  check  is  drawn  by  the  general  cashier 
for  the  total  payroll.  This  is  deposited  in  a  separate  account  in  the 
bank  on  which  it  is  drawn,  or  it  may  be  transferred  to  another  bank* 
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Tho  payroll  department  then  prepares  checks  for  individual  employees, 
each  in  tho  exact  amount  of  net  pay.  These  checks  are  distributed 
in  a  convenient  manner  to  the  individual  employee.  The  employee  then 
must  present  the  check  at  the  payroll  vrindow  of  the  bank  and  receive 
currency.  The  returned  cancelled  check  is  a  receipt  from  the  employee 
who  has  received  his  pay.  This  procedure  provides  some  desirable 
control  over  the  payroll  while  at  tho  same  time  it  permits  the  delega- 
tion of  details  in  payroll  preparation  to  subordinate  clerks.  The 
general  cashier  is  relieved  of  all  duties  except  preparation  of  one 
check  for  the  total  payroll.  He  can  compare  this  with  other  records 
as  a  dheck  against  an  inflated  payroll.  A  good  audit  of  this  might 
require  comparison  of  the  names  of  all  employees  with  the  payroll 
register,  rates  of  pay,  etc/  However  the  preparation  of  many  indi- 
vidual checks  can  be  delegated  with  safety.  The  total  of  the  indi- 
vidual checks  must  agree  exactly  with  the  Master  payroll  check.  Any 
error  will  thus  be  discovered. 

Many  employees  do  not  like  to  receive  their  pay  in  the 
form  of  a  chock.  They  are  not  accustomed  to  bank  practices.  They 
do  not  like  to  make  a  trip  to  the  bank  to  cash  the  check.  Many  times 
they  prefer  to  transfer  their  checks  to  others,  such  as  the  store 
where  they  buy  provisions.   In  many  countries  the  practice  of  handling 
cash  payments  through  tho  facilities  of  a  bank  is  not  an  established 
custom.  Hence  many  companies  find  it  better  to  pay  tho  payroll  in 
currency.  This  is  done  first  by  drawing  a   check  on  the  regular  bank 
account  for  the  exact  amount  of  the  total  payroll  just  as  if  payment 
were  to  be  made  through  the  bank.  The  currency  is  withdrawn  from  the 
bank  and  carried  to  the  business  office.   In  the  business  office  an 
individual  pay  envelope  is  prepared  for  each  employee.  This  is 
sealed  with  the  employee's  name  on  the  envelope.  When  the  envelopes 
are  passed  out,  each  employee  is  required  to  sigh  a  register  as 
evidence  that  he  has  received  his  pay. 

Some  companies  use  the  following  procedure  to  guard  against 
error  in  the  amount  of  cash  given  to  each  individual.  A  duplicate 
carbon  copy  of  the  payroll  register  of  the  period  is  prepared  when 
the  payroll  register  is  printed.  Each  line  of  the  duplicate  copy 
contains  the  complete  calculations  of  one  employee.  The  lines  are 
perforated  so  that  they  may  be  torn  off,  Tho  individual  perforated 
strips  are  detached  and  pasted  to  the  pay  envelopes.  This  helps  to 
assure  that  the  envelope  is  properly  identified  \jith.   tho  master  pay- 
roll register.  If  desired,  a  third  copy  of  the  payroll  register  may 
be  made.  This  can  bo  used  for  recording  the  signatures  of  the  em- 
ployees when  they  receive  their  pay  envelopes. 

Care  must  be  taken  to  count  the  cash  for  each  pay  envelope 
carefully.  There  is  a  small  amount  of  control  provided  over  mistakes 
in  counting.  The  total  cash  provided  by  the  master  payroll  chock 
must  equal  exactly  the  amount  required  by  all  the  pay  envelopes , 

ILLUSTRATIVE  ENTRIES.  The  totals  of  the  payroll  register  show  for  the 
payroll  period  all  of  the  employees'  earnings,  tho  total  of  each  kind 
of  deduction,  and  the  net  amount  to  be  paid  to  the  employees  in  cash» 
This  register  also  or  another  prepared  for  the  purpose,  classifies  tho 
the  labor  costs*  These  classes  of  labor  cost  are  functional  and  few 
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in  number.  The  totals  of  the  payroll  register  colunms  may  bo  posted 
to  the  ledger.  But  it  might  add  clarity  if  these  totals  were  first 
entered  in  a  journal  for  subsequent  posting.  This  can  be  illustrated 
as  follows. 

For  example  the  totals  show  $4.0,000  for  direct  factory  labo^/ 
There  are  $25,000  for  selling  expense  and  $15,000  for  general  office 
expense.  From  those  total  earnings  of  $100,000,  the  following  de- 
ductions are  to  be  made.  Employees'  income  taxes  of  $5,000  are  de- 
ducted. Those  will  be  paid  to  the  government  by  the  employer,,  Dues 
payable  to  the  labor  union  are  deducted  $1,000.  Five  percent  of  each 
employee's  earnings  is  witheld  for  deposit  in  an  employee's  savings 
account,  or  a  total  amount  of  $5,000.  Combining  all  these  in  the  form 
of  general  journal  entries,  we  have  the  following  s 

End  of  Earnings  period 
Direct  labor 4.0,000 

Factory  Burden  Control  ., 20,000 

Selling  Expense  Control  25,000 

Office  Expense  Control  15,000 

Income  Taxes  Witheld 5,000 

Union  Dues  Witheld ....o.....  1,000 

Employees'  Savings  o....  5,000 

Payroll o,  .„  o89, 000 

To  accrue  the  payroll  for  the  period. 

/  and  $20,000  for  indirect  labor » 
Since  the  preparation  of  the  employees  payroll  for  payment 
and  the  distribution  of  labor  costs  are  different  clerical  tasks, 
these  activities  may  be  the  better  controlled'  by  separation.  Hence 
the  above  transaction  is  accomplished  in  two  steps.  Let  us  say  the 
payroll  is  prepared  first,  because  this  is  immediately  urgent.  In 
place  of  the  above,  the  following  entries  will  be  made  by  the  book- 
keeper from  information  supplied  by  the  payroll  department. 

(1) 
Payroll  100,000 

Income  Taxes  Witheld 5,000 

Union  Dues  Witheld 1,000 

Employees  Savings ,..,...., ., 5,000 

•  Payroll  /» ^.. ,...<«.« i 89,000 

To  accrue  the  payroll  lialsility, 

(2) 

Direct  labor 40,000 

Factory  Burden  Control 20,000 

Selling  Expense  Control  25,000 

Office  Expense  Control  15,000 

Payroll i ,  100,000 

To  distribute  the  payroll  cost. 

Payroll  is  a  clearance  account  which  is  opened  and  closed  wach  pay- 
roll period.  When  the  payroll  is  paid,  the  master  check  may  be  re- 
corded by  the  general  cashier  as  follows. 
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(1) 

Payroll  Fund  in  Bank 89,000 

Bank 89,000 

To  provide  for  payment  of  tho  payroll. 

(2) 
When  the  bank  reports  the  status  of  tho  payroll  fund,  the 
following  entries  are  made.  Assume  $2,500  of  the  payroll  chocks  have 
not  been  presented  for  payment. 

(3) 

Net  Payroll  86,500 

Payroll  Fund 6,000 

To  rcfiord  payment  of  the  payroll. 

The  above  entries  accrue  the  labor  costs  and  tho  several 
liabilities  which  arise.  Under  the  best  procedure  for  cash  control, 
a  distinction  is  to  be  made  between  a  liability  which  is  accrued 
as  a  probably  correct  estimate  and  a  liability  which  is  audited  and 
approved  for  payment. 

Transaction  (1)  accrues  liabilities  for  income  taxes  witheld,  union 
dues  witheld,  employees'  savings,  and  net  payroll.  Under  use  of 
a  voucher  system  each  of  these  liabilities  must  be  audited  and  an 
approved  voucher  prepared  for  each  payment.   Not  all  of  these 
liabilities  will  be  paid  at  tho  same  time.  As  each  becomes  duo  a 
vouchor  payable  will  be  prepared  and  the  amount  will  be  transferced 
to  a  vouchers  payable  account.  The  above  entries  may  be  posted 
from  the  footings  of  the  payroll  register,  or  they  may  be  entered 
in  a  general  journal  for  posting.  But  before  payment,  each  liability 
must  be  entered  in  the  vouchers  register.   When  the  net  payroll  is 
vouchered  for  payment,  for  example,  entries  are  made  in  the  appro- 
priate coltunns  of  the  vouchers  register  for  : 

(1) 

Not  Payroll 89,000 

Vouchers  Payable 89,000 

The  vouchers  register  may  have  a  column  for  net  payroll  debit,  or 
it  may  have  a  general  debt  column  in  which  any  temporary  estimated 
liability  may  be  debited.  The  vouchors  payable  is  entered  in  tho 
regular  column  for  that  purpose. 

The  check  written  for  the  total  payroll  is  a  regular  entry  in  the 
check  register.   Individual  checks  are  subordinate  and  may  be  pre- 
pared accordingly  by  the  paymaster.  Each  of  the  other  unvoucherod 
liabilities  likewise  must  be  vouchered  and  transferred  to  vouchers 
payable  in  time  for  payment  on  the  proper  date. 

Sometimes  some  of  the  payroll  checks  are  not  presented  for 
payment.  Contingencies  arise  among  employees  such  that  somotimes 
their  earnings  are  never  called  for  by  any  authorized  person.  In 
this  case  the  balance  in  the  liability  account  is  matched  by  cash 
in  the  payroll  fund.  This  is  held  for  a  reasonable  time,  which  often 
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is  stated  in  law.  If  the  wages  are  not  claimed  vdthin  the  proper 
time,  the  balances  are  written  off  and  the  cash  disposed  of  according 
to  law.  Often  this  balance  is  payable  to  the  state, 

I^  the  case  of  payment  in  cash  instead  of  by  use  of  checks, 
the  same  problem  may  arise.  The  entries  are  then  as  follows, 

(1) 

Payroll  Cash  on  Hand 89,000 

Bank  ,.., „  9,000 

To  provide  payroll  cash. 


After  a  certain  period  of  waiting,  most  of  the  employees  will  have  ■ 
come  for  their  wages.  At  this  time  entries  may  be  made  to  record 
payment  as  follows  : 

(2) 

Not  Payroll 86,500 

Payroll  Cash  on  Hand o , , ,  86, 500 

To  record  payment  of  the  payroll. 

For  the  $2,500  unclaimed  wages,  the  amount  is  hold  on  hand  for  an 
appropriate  time.  It  may  be  redeposited  in  the  bank  for  safe  keep- 
ing.  But  the  unclaimed  wages  represent  a  liability  for  a  time  which 
is  prescribed  by  law.  Finally'  any  unclaimed  wages  are  disposed  of 
according  to  law,  which  might  mean  payment  to  the  state. 

EMPLOYEES'  SUPPLEMENTARY  BENEFITS.  More  and  more  in  modern  industrial 
society  the  nominal  earnings  of  the  employees  do  not  constitute  the 
full  labor  cost  to  the  employer.  The  employer  may  be  required  by 
agreement  or  by  law  to  pay  for  numerous  benefits  for  employees  in 
addition  to  their  nominal  wages.  Some  of  these  payments  may  bo 
disguised  as  gifts.   But  if  payment  is  required,  it  constitutes 
additional  labor  cost  as  much  as  do  ordinary  wages  and  salaries.  An 
employer  may  provide  insurance  for  accidents  to  eiq^loyees.  Ho  may 
provide  certain  hospital  or  other  nfidical  care.  He  may  provide  a 
pension  fund  for  payments  to  employees  after  they  retire  at  an  old 
age.  Sometimes  the  employer  is  required  by  law  to  pay  to  the  govern- 
ment taxes  on  wages  which  he  cannot  dedud't  from  wages.  He  might  be 
required  to  pay  employees  for  holiday  and  vacation  time  when  they  do 
not  work.  Sometimes  some  of  those  benefits  extend  to  members  of  the 
employees '  family.  It  is  the  custom  in  some  Asian  countries  for  the 
employer  to  sell  rice  to  employees  at  a   price  much  loss  than  t2'."3 
market  price.  All  these  costs  borne  by  the  employer  must  be  ace  -anted 
for  in  much  the  same  manner  as  other  labor  costs.  They  are  cost  of 
labor  received  and  are  not  to  be  treated  aslosses. 

The  greatest  accounting  problem  raised  by  these  supplementary 
labor  costs  is  how  to  distribute  the  cost  to  products  or  expense. 
It  is  not  easy  to  assign  these  costs  in  the  same  manner  as  regular 
wage  payments.  Determination  of  the  correct  amount  may  bo  long  de- 
layed. Sometimes  the  cost  applies  to  a  group  of  employees  and  cannot 
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easily  bo  assigned  as  van  the  pay  of  individualso 

Somotimes  a  small  enterprise  is  operated  within  the  company 
for  the  benefit  or  employees,  such  as  a  cafetaria.  Food  is  sold  to 
employees  bit  the  purpose  is  convenience  to  the  employees.  No  profit 
is  expected,  and  often  the  undertaking  is  operated  at  a  loss.  The  loss 
is  additional  wage  cost.  This  venture  requires  its  own  complete  set 
of  books  as  if  it  were  a  distinct  business  enterprise.  It  will 
operate  on  funds  contributed  bj  the  general  enterprise,  ^hij?  source 
of  funds  is  reported  in  the  ledger  accounts  in  place  of  contributed 
capital  of  a  similar  independent  enterprise.  The  treatment  of  this 
venture  as  a  separate  activity  id  for  control  purpose  only.  Its 
ledger  is  represented  by  a  control  account  in  the  general  ledger  of 
the  company.  See  chapter  on  controlling  accountis.  The  question 
hero  is  whether  the  not  loss  of  such  an  undertaking  is  additional 
wage  cost,  A  strong  argument  can  be  made  for  treating  this  loss  as 
a  supplementary  labor  cost.  It  is  necessary  in  order  to  secure  the 
labor  service.  Supplementary  wage  copts  are  often  charged  to  period 
oi^enses.  This  is  excused  only  on  the  ground  of  convenience.  It 
is  justified  only  if  the  amount  is  smeill.  In  many  cases  the  sup» 
plementary  costs  are  as  much  as  20^  or  more  of  the  wages  paid  in 
cash.  In  this  case  it  would  give  bettssr  financial  analysis  if  assign- 
ed the  same  as  current  wages  paid  in  p^ish. 

In  some  countries  there  is  e^wage  tax  which  mist  be  paid 
by  the  employer  in  addition  to  any  taxes  paid  which  might  be  deducted 

from  the  employees'  earnings.  This. tax  is  in  effect  a  supplementary 
wage  cost  and  should  be  classed  with  the  debit  for  wage  costs.  For 
convenience,  however,  this  wage  cost  often  is  treated  as  a  period 
expense  with  no  attempt  being  made  to  add  this  to  the  cost  of  a 
product. 


Chapter  17   MANUFACTURING  ACCOUNTS 

A  manufacturing  enterprise  has  the  following  general  char- 
acteristics. Materials  of  many  kinds  are  purchased  and  stored  for  a 
short  tine.  These  materials  axe   issued  from  stores  to  the  factory 
operating  departments.  Labor  c*  various  kinds  is  used  to  process  the 
aaterials.  Some  of  the  labor  ip  direct^  that  iSp  it  is  added  to  *iie 
materials  in  proportion  to  the  aaauTit  of  material  used  or  the  amount 
of  product  produced.  Machines  and  tools  also  are  used  in  the  proces- 
sing of  the  materials.  There  are  incidental  costs  of  factors  used  in 
processing  the  materials,  sxich  as  the  use  of  electricity,  water,  cleaning 
materials,  etc  There  are  managersy  engineers,,  sixperrisorBs,  watchmenj, 
caretakersp  helpers,  etc.  whose  time  does  not  vary  in  proportion  to 
the  amount  of  materials  processed.  The  producit  is  completed  in  the 
factory  and  moved  to  storage  for  sale  and  shipnent  to  the  customers. 
The  costs  of  all  these  materials  and  other  factors  arise  from  activities 
that  are  necessary  for  ccaapletion  of  the  product  which  is  sold.  The 
materials  and  productive  ac,tivities  add  to  the  normal  value  of  the 
producto  The  cost  of  all  these  materials  and  other  factors  are  accumu- 
lated in  order  to  find  the  total  cost  of  the  finished  product.  The 
central  problem  is  the  collection  and  rearangement  of  costs. 

A  trading  enterprise,  in  contrast  to  a  manufacttu^ing 
enterprise  bisys  its  inventory  made  ready  for  sale.  There  sure  few  dosts 
to  be  added  to  the  Invoice  purchase  price.  There  usually  is  little 
more  than  transportation  cost,  storage j,  delivery,  etc.  The  inventory 
is  valued  at  original  invoice  cost  plus  cost  of  transportation. 
In  trading  business  the  physical  inventory  problem  is  considerable, 
but  in  a  manufacturing  business  the  inventory  problem  is  very  complex. 

WORK  IN  PROCESS.  In  a  manufacturing  enterprise  the  costs  which  are  to 
be  added  to  the  cost  of  materials  in  process  are  many.  Often  these 
costs  are  incurred  long  in  advance  of  assignment  to  the  product.  It 
might  take  one  or  two  months  to  carry  materials  from  the  raw  stag©  to 
final  completion  of  the  product.  But  many  factors  of  production,  such 
as  tools  and  machineryj,  require  a  longer  tei^  of  committment  In  advance 
of  production.  While  materials  are  in  process,  all  materials  in 
process,  partly  finished,  are  worth  more  than  the  same  materials  on 
which  no  work  has  been  done.  This  increase  in  value  is  measured  in  the 
accounts  by  cost.  Thus  work  in  process  is  an  asset  which  is  valued  at 
the  sum  of  the  cost  of  material,  labor  and  other  services  used  in  the 
manufacturing  process.  A  complex  procedure  of  reclassifying  costs 
is  required. 

Work  in  Process  is  an  asset  which  is  valued  at  the  sum  of 
costs  which  can  be  identified  as  necessary  to  produce  the  inventory. 
The  costs  of  production  usually  are  classified  as  three  kinds.  The 
initisil  cost  is  the  cost  of  material.  To  this  is  added  the  cost  of 
direct  labor.  Then  is  added  a  variety  of  general  factory  operating 
costs  which  here  we  will  call  factory  burden.  Many  of  the  latter 
costs  sire  indirect.  Unfortunately  often  these  are  called  factory 
operating  expenses.  Use  of  the  word  expense  in  this  context  is 
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uofortunateo  Aa  expense  is  a  chargs  against  revenue  of  the  period » 
But  here  it  is  the  cost  of  inventory  produced  and  sold  that  should  be 
charged  against  revenue  in  the  period  of  sale. 

Cost  of  work  in  process  us-oally  is  accraaulated  in  a  ooatral 
account  in  the  ledger.  The  control  aQoomit   is  sjapporfced  hy  doexffiants 
for  the  particular  iteas  or  work  in  pro<,seafflo  fhes©  £3uppli33iaatai?7  d.^eu- 
ments  vary  with  the  nature  of  the  production  process «  There  are  in 
genersQ.  two  procedtires  in  stccounting  for  work  la  pro'sasssa  tee  erists 
where  there  are  special  jobs  or  lots  of  work  to  b®  eosted  separatslyo 
Work  on  the  repair  of  equipment  for  a  austomer  in  a  repais*  shop  is  aa 
example  of  a  job,  or  job-lot  of  work.  A  job  cost  form  Is  'osad  for 
each  jobo  On  this  form  are  accumulated  the  cost  of  materialsy  labor, 
and  other  costs  of  the  particular  job.  One  job  cost  sheet  is  used  for 
each  job  and  kept  in  a  file.  In  the  botsks  of  accorjnt  periodic  eEti^ies 
are  mad©  to  transfer  the  total  cost  of  materials,  labor,  mid  other  -josts 
from  stores,  etc.  to  Work  in  Process  aeooiEit,,  Is  in  the  case  with 
other  control  accounts,  the  simmaiy  control  ^.c^omxt  iE  the  ledger  sHust 
be  kept  in  agreement  with  the  sum  of  the  subaidisoy  records,  which  in 
this  case  is  job  cost  sheeta.  This  adjustmeat  is  done  lasuallj  no  moi»® 
often  than  at  the  end  of  each  montho  When  a  job  is  coapletsd,  the  job- 
cost  sheet  is  transferred  to  a  finished  product  file.  At  the  end  of 
a  month,  entries  are  made  in  the  ledger  to  transfer  the  cost  of  all 
completed  jobs  to  a  finished  pi-odm^t  acao'onto 

The  second  kind  of  cost  situation  exists  in  the  case  of 
continuous  processing  like  lanits  of  the  same  kind  of  product,  such  as 
flour,  sxigar,  cement,  certain  cheffiicals,  etc.  All  U2?:lts  ot  prodi2ct 
produced  over  a  long  period  of  time  are  alike.  The  taiit  of  prod'acb 
may  be  a  pound,  gallon,  ton,  etc.  The  cost  of  a  imit  is  obtadned  by 
finding  the  cost  of  a  large  liumber      produced  during  a  month. 
The  total  cost  of  the  month  is  divided  by  the  n-coaber  of  phjsiical  units 
produced.  This  gives  an  average  cost  per  unit  for  the  month.  In  this 
case  the  Work  in  Process  account  is  supported  by  a  process  cost  anislysiis 
sheet.  The  total  costs  for  the  month  of  each  factor  such  as  materials, 
labor,  and  burden  axe   accumulated  and  analyzed  by  operations,  proces- 
ses, or  departments.  The  cost-analysis  shset  for  the  month  shows  the 
flow  of  costs  through  the  various  factory  operations  until  the  produst 
is  completed. 

MATERIAL  COST,  Materials  should  be  purchase<5.,  stored,  sM  isgiaed 
under  strict  control.  Written  forms  are  used  to  show  the  transfer, 
responsibility,  flow,  and  location  of  the  materials.  See  the  chapter 
on  inventories.  The  proper  accotsnting  for  materials  in   a  factory  Is 
not  essentially  different  from  that  for  large  stocks  of  merchandise 
kept  for  sale  in  a  large  storehouse.  Goods  stored  oa  shelTSS  fo.r  the 
customer  to  sea  of  course  offer  a  diffei-ent  problem  of  control.  In 
the  case  of  factory  operations,  the  materials  are  issued  to  the  depart- 
ment in  charge  of  production.  The  method  for  costing  the  units  of 
materials  issxied  can  be  similar  to  that  for  the  factory  operations  as 
for  a  central  storehouse  in  merchandising.  The  first-ia-first-out, 
last-in-first-out,  or  the  average  cost  procadure  may  be  used. 
Quantities  of  materials  issued  for  individual  jobs  or  to  processes 
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are  reported  to  the  aedo'cmting  depaiiHiient  for  costing,  A  spesial 
journal  for  materials  used  often  is  desirable.  Entries  in  this  J©amal 
and  entries  on  the  indlvidtjal  job  cost  sheetis  <san  bs  mad©  from  copies 
of  the  form  used  in  requlsiticm  of  materials  issued  by  the  storekeepero 
A  jeiymal  for  the  purpose  gii?Bffi  the  infcrmatioE  oon'Winiently  for  the 
subsidiary  cost  analysis  sheet*  and  fasiiiTiat*s  posting  to  the 
general  ledger. 

The  total  inir&ntcry  of  m.a.t.^Ti&'X3  dismally  is  recorded  in  a 
stmrnary  account  called  Stores.  Only  w:in   aecc^ant  need  be  used  for  each 
storehouse.  The  account  is  debited  for  all  cost  of  ttate*rial  purchased 
£md  credited  for  all  cost  of  material  issued.  The  separation  of 
inventories  on  hand  ftrom  etsrrent  purtshases  in  the  ledger  aesounts 
usually  is  not  necessary,  Scpplementary  costs  sash   as  for  incoming 
delivery,  deductions  for  r^ttn-nSs,  ajid  other  price  allowance  may  be 
entered  in  the  same  airvcotsnt. 

The  Stores,  or  Materials  account^  is  nearly  always  a  control 
accotmt.  It  is  supported  hy  individual  stores  ledger  cards  for  the 
different  kiiids  of  materia'^.o  Sometimes  it  is  not  convenient  to 
compute  unit  costs  of  materials  on  thes^  cards  when  thete  ar^  delayed 
adjustments  to  be  made  for  returns,  or  other  price  adjustmentso 
These  supplementary  debits  or  credits  may  be  recorded  in  sfeparat® 
ledger  accotaits  if  desired.  But  at  the  end  of  each  month  (or  other 
accounting  cost  period)  the  total  in-^^ntory  shotald  be;  adjusted  for 
these  cost  comasctionso  Tbe   small  error  in  tmit  cast  of  materials  in 
the  meantime  will  not  be  signifteant. 

The  cost  of  raw  materials  ©n  hand  at  the  end  of  each  period 
is  reported  as  a  current  asset.  Work  in  I^oeess  and  Finished  Product 
also  are  current  assets. 

LABOR  COST.  Labor  ??ost  is  of  two  kindas,,  direct  and  indireot.  Only 
direct  labor  cost  is  reeorded  separately  in  a  general  ledger  afficount. 
Indirect  labor  cost  is  included  in  the  group  of  indireot  faefcory  costs 
which  we  call  burden?  it  cannot  h&   idecstified  with  individ-'ml  jobs  or 
lots  of  prodTxct.  The  employees  who  work  in  a  factory  often  number 
many  hundreds  or  thousands.  Each  employee  represents  a  separate  labor 
cost.  The  labor  costs  for  each  indifidaal,  however p  need  be  separated 
only  for  the  purpose  of  accruing  the  wage  liability  aiid  paying  the 
worker.  This  is  a  question  of  general  payroll  as«s2)miting,  AH  labor 
cost  is  a  debit  and  becomes  useful  when  summarized  by  jobsp  processes^ 
or  other  function.  In  double  entry  accounting  the  assignment  of  cost 
is  silways  separated  from  the  accctmting  for  mid   payment  of  the  payroll 
liability.  Th©  payroll  liability  account  is  a  control  account o  It 
is  supported  by  th«  earnings  records  of  the  indi^dual  employees. 
The  debit  for  labor  cost  usually  is  not  a  control  accoant.  The  total 
of  direct  labor  cost  for  a  period  can  be  recorded  in  a  slngl-^  aecount 
for  ptrrposes  of  quick  reference.  But  if  s©p  it  is  closed  into  Work 
in  Process  at  the  end  of  the  af:?sounting  period.  Indirect  labor  cost 
is  accounted  for  as  factory  burden  and  the  entry  is  subsidiary  as  well 
as  a  record  in  the  Factory  Burden  control  account. 

Labor  cost  properly  iiicliides  all  payroll  taxes  borae  by  the 
employer.  Also  there  may  be  labor  costs  for  various  employees'  benefits 
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which  shoiild  be  added  to  cost  for  the  class  of  labor  ta  which  it  ap- 
plies. In  some  caaeSp  however^  supplemeataxy  labor  sost  is  not  easy 
to  tracCj,  and   it  is  reported  separately.)  Payroll  taxes  for  acamplej 
often  are  recorded  as  separate  eostSe  Sometisies  for  eonvenienc©  they 
are  treated  as  expenses  in  the  incoae  statement  of  the  period  when  they 
are  incurredo  This  does  not  give  a  correct  total  labor  eost  nor  a 
correct  total  cost  of  the  prodiacto  Bmt  ofbes  the  pros^diare  san  be 
justified  on  groxmds  of  simplicity  and  ©onvsaienceo  But  if  the  aatoiaat 
is  large  the  restilts  can  be  misleading. 

FACTORY  BURDEN  COSTS.  The  total  costs  of  a  maniafaGttiiP^  product  are 
classified  into  three  groups?  direct  material  cost,  direct  labor  cost^ 
and  factory  burden  cost.  It  is  the  latter  which  gives  the  a«eoimta»t 
the  greatest  difficulty.  It  consists  of  n^atercasa  costs  which  do  not 
all  behave  in  the  same  way.  They  are  s'^abject  to  various  methods  of 
controlo  The  distinction  between  a  factory  operating  cost  and  a  gen" 
eral  business  operating  expense  is  not  always  clear.  The  beha-rior 
of  indirect  factory  operating  costs,  or  burdenj,  as  the  rats  of  prod-= 
uction  is  increased  or  decreased  does  not  follow  a  behavior  like  that 
of  the  two  direat  costs.  Some  of  the  indirect  sostj,  or  burdenp  is 
fixed  in  total  amount  for  long  periods  of  time.  Other  ladiraat  e-osts 
increase  in  total  with  the  rate  of  output  of  product,  but  not  always 
in  the  same  proportion.  In  order  to  find  the  total  man'cifaetuilng 
cost  of  a  product  these  indirect  op  b'orden  costs  arast  h$   added  to  the 
work  in  process.  Yet  their  total  us'oally  cannot  be  determiaed  uK&il 
after  a  fiscal  year  is  ended.  And  the  total  quantity  of  product  also 
is  not  known  imtil  the  end  of  the  year.  Cost  data  miast  be  made 
available  promptly  if  it  i»  to  be  usefad.  Tit   is  therefor©  not  pos- 
sible to  assign  a  cojrrect  portion  of  the  total  bardea  eost  (or  indirect 
cost)  to  the  individual  tmits  produced  before  the  jeat-   is  ended.  One 
can  see  therefore  that  accountants  and  business  managers  would  not 
always  agree  on  the  best  way  to  treat  these  indirect  or  burden  costs. 
More  than  one  useful  method  is  possible, 

Aecountajits  have  not  agreed  generally  art  a  name  for  the 
indirect  manufacturing  costs,  or  btirden.  They  are  sometimes  called 
mamifacturing  expenses.  This  is  objectionable  because  it  encoiarag&s 
confusion  with  costs  of  the  same  period  which  are  chstrges  against 
revenue.  These  factory  burden  costs  are  not  true  expenses.  They  are 
assets  which  apply  to  finished  and  unfinished  inventory.  Sometimes 
they  are  called  factory  overhead,  but  there  has  been  objection  t©  this 
word  because  overhead  also  applies  to  the  general  business  as  a  whole, 
in  which  case  it  is  expense.  As  in  the  preceding  paragraph,  these 
costs  sometimes  are  sailed  factory  burden.  The  term  burden  may  suggest 
a  load  which  is  to  be  avoided.  But  the  suggestion  does  not  seem  valid. 
The  indirect  costs  are  a  necessary  condition  of  operation.  They  are 
as  necessary  and  desirable  as  any  other  service  or  asstst  purchased 
at  a  cost.  They  are  to  be  reduced  where  possible,  but  not  if  to© 
many  benefits  are  lost.  Perhaps  factory  overhead  or  factory  burden^, 
are  acceptable  names.  In  any  event,  the  word  cost  is  preferred  to 
the  word  expense.  The  costs  are  measures  of  operations,  but  they  are 
asstets  in  the  form  of  additions  to  the  product  being  made.  The  student 
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should  learn  to  be  careftil  in  his  use   of  the  word  expenses 

A  list  of  typical  factory  bxirden  costs  might  be  helpful. 
The  list  given  here  is  only  suggestive^  Whether  an  item  is  factory 
./   borden  depends  on  how  closely  it  can  be  identified  with  factory 

operations.  Any  of  the  following  suggested  items  of  factory  burden 
c€ui  be  expense  if  not  identified  closely  with  factory  operations, 

1,  Supervision  of  labor., 

2,  Supplies  for  factory  use, 

3,  Electricity, 

5,  Fuel, 

6o  Depreciation  of  factory  building, 

7,  Depreciation  of  machinery. 

8,  Use  of  small  tools, 

9,  Repairs  to  machines, 

10,  Repairs  to  building, 

11,  Insurance  on  machines, 

12,  Insurance  on  building, 

13,  Insxirance  on  Work  in  Process, 

14,  Teuces  on  factory  building  and  equipment. 

15,  Royalties  on  the  product  produced, 

TRANSFERS  OF  COST,  The  collection  of  manufacturing  cost  data  requirep 
a  number  of  new  accounts  in  the  ledger.  These  accounts  are  used  to 
collect  costs  which  are  transferred  from  other  accounts. 

There  should  be  a  flow  of  cost  throu^  the  accounts  much  as 
there  is  a  physical  flow  of  materials  through  the  factory.  The  debits 
for  the  initial  purchases  of  factors  are  recorded  as  debits  in  several 
accounts  as  follows.  Materials  purchased  are  debited  in  the  materials, 
ji    or  stores,  account  with  a  credit  to  accounts  payable.  Direct  labor 
is  debited  in  a  special  direct  labor  accotmt.  The  credit  is  entered 
in  a  payroll  liability  account, 
I  The  debits  for  factory  burden  often  appear  initially  in  a 

variety  of  accounts  usually  identified  as  assets.  For  example  Plant 
and  Equipment,  Unexpired  Insurance,  Suppliesj,  or  Stores*  Each  period 
a  proper  amounc  is  transferred  from  these  recorded  assets  to  the 
Factory  Burden  account.  Some  debits,  like  labor  cost,  electricity,  etc. 
can  be  debited  immediately  to  the  Faotory  Burden  Control  frith  proper 
entries  also  on  the  subsidiary  analysis  sheets.  The  credits  are 
liabilities. 

Entries  fbr  the  transfer  of  cost  to  the  Factory  Burden 
Control  account  may  be  illustrated  as  follows, 

(1) 

Factory  Burden  Control  ., «•,,,,. $,000 

Allowance  for  Depreciation  of  Building  ,,..,  2,500 

^Allowance  for  Depreciation  of  Machines  ,,,,.,,,,•  3j,600 
Ikexpired  Insurance  on  Factory  s,.,,,,*,,,,,,,,,,  700 
Supplies  (or  Stores)  ,»a,a*o«*«, «,»,,,,,,,, ,,,..,  1^200 

To  transfer  factory  indirect  operating  costs 

to  sranmaxy  control  account. 
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The  ftidginal  entries  for  some  costs  which  are  charged  direct^ 
ly  to  the  factory  burden  account  may  be  illtistrated  as  follows » 

(2) 

Fax^tory  Burden  Control  •ooooo«eoooooooo«   3.; 000 

aCCOvUI  wS     X  ajrclDJ.@     •oo0«o«oooooooooooo9ooooo     Xc)  fyJ\J 
±SiX.Q  S     r^Qyfl.D-L6     aoeoooo««oooo«ooo«oooooooooo  OUU 

^-'ClSn     o»ooeoo*oo0«*o«oooeoooeoooooooooooaao  DUU 

To  recprd  factory  burden  incurred  <> 

THE  FLOW  OF  MANUFACTURING  COSTS.  The  student  should  visualize  a  flow 
of  costs  through  the  accounts  which  is  similar  to  the  flow  of  physical 
materials  through  the  manufacturing  operations.  The  purpose  is  to 
regroup  the  costs  in  different  ways  for  control  by  management  and  tp 
arrive  at  a  total  cost  of  product.  This  flow  may  be  described  briefly 
as  follows.  Direct  materieO-s  costs  are  transferred  from  Stores  to  a 
stimmary  Work  in  Process  accoxmt.  Direct  Labor  Cost  account  is  tranS" 
ferred  to  thf  Woii  in  Process  account.  Thirdly^  the  factory  burden 
cost  is  transferred  from  the  Factory  Burden  Control  to  the  Work  in 
Process  account.  When  the  product  is  completedj,  all  cost  applicable 
is  transferred  from  Work  in  Process  to  a  Finished  Product  account. 
Thus  the  Finished  Product  account  summarizes  all  manufacturing  costs 
of  the  product  up  to  the  point  where  the  product  is  ready  for  sale. 
The  Finished  Product  account  ii  essentisilly  a  stores  account  and  may 
be  treated  in  much  the  same  manner  as  material  stores  aecount. 
When  some  product  is  sold  there  must  be  a  transfer  of  cost  from 
Finished  ft-oduct  to  Factory  Cost  of  Saleso  These  transfer  entries  are 
the  first  in  the  chain  of  accumxolated  factory  operating  costs  which 
eventtially  axe  recognized  as  expense.  Factory  Cost  of  Sales  is  a 
good  example  of  escpense. 

It  should  be  noted  that  the  manufacturing  costs  of  product 
sold  is  composed  of  material  costj,  labor  costj,  and  factory  burden© 
That  these  soon  become  expenses  cannot  be  denied^,  But  until  the 
product  is  sold  the  represent  the  accumulation  of  an  inventory  which 
is  an  asset.  If  factory  operating  costs  are  reported  in  details  it  is 
best  done  in  a  separate  factory  operating  stateaent.  This  statement 
is  prepared  to  compute  the  cost  of  product  completed  during  the  same 
period  of  time  covered  by  the  Income  Statement. 

It  is  common  practice  to  iJitroduce  a  number  of  entries  with 
the  several  inventories  on  hand,  such  as  one  at  the  beginning  of  the 
period  and  one  at  the  end  of  the  period.  This  is  done  for  each  in- 
ventoriable  item.  The  procedure  sometimes  contributes  more  to  the 
confusion  of  a  student  than  it  does  to  clarification  of  the  subject. 
The  nature  of  the  situation  can  be  grasped  more  clearly  if  the  process 
is  conceived  as  a  flow  of  cost.  At  each  stage  in  the  flow  there  is  a 
temporary  halto  At  each  such  point  an  inventory  may  exist. 
The  inventory  is  the  excess  of  the  cost 
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received  in  the  account  over  the  cost  transferred  to  the  next  Eu^count. 
There  need  be  no  inventory  entries  at  all  except  for  correction  of 
errors. 

The  additional  coHplications  introduced  by  accormting  for 
beginning  and  ending  inventories  to  be  reported  totally  intact  may  be 
introdticed  if  desired.  If  snch  trea'baent  is  useful  in  practice,  the 
student  should  grasp  this  easily  with  no  further  help. 

DIRECT  COSTING.  Tftider  some  methods  of  factory  cost  procedure,  all  indirect 
factory  operating  costs  are  treated  as  period  expenses.  This  is  knovm 
as  direct  costinga  The  procedure  is  objectionable  in  that  it  does  not 
aarrjve  at  a  total  product  cost  either  on  a  unit  basis  or  for  the  total. 
A  full  discTission  of  this  procedure  will  not  be  attempted  here.  In 
general  the  procedure  is  simpler  than  the  above,  even  if  possibly 
less  desirable. 

THE  MANUFACTURING  COST  STATEMENT.  If  the  total  cost  of  the  product  is 
important,  the  accounts  should  siccumulate  all  costs  for  material,  labor, 
and  burden.  For  this,  a  statement  separate  from  the  Income  Statement 
should  be  prepared,  because  the  factory  operating  function  of  a  business 
is  distinct  form  the  marketing  and  general  business  operating  functions. 
The  factory  operating  statement  can  be  illustrated  in  content 
and  form  as  follows. 

A  Company 
Manufacturing  Cost 
Year  ended  December  31-19A 

Materials  Used  .........o «. $  50,000 

Direct  Labor  Cost , ..w....^.^.. •••«,. .....o.   75,000 

Total  Factory  Burden ••4«D.a.a6.oooo«a.<>.aa   40,000 


Total  Cost  added  dirring  the  year  .»<>»eoo«9Q.»«.oa9  $165,000 
Work  in  Process  Jan.  1      $10,000 
Work  in  Process  Dec.  31      14,000 

4,000 
Cost  of  Product  Completed  «f «*o«»*.»aio»**.«oas«'«;'<p«  $161,000 


Sometimes  the  beginning  and  ending  inventories  of  Finished  Prodtict 
are  included  in  this  statement.  If  so,  the  statement  ends  with  the 
Fsictory  Cost  of  Sales  for  the  year  and  not  with  the  cost  of  product 
completed*  The  difference  between  cost  of  product  completed  and  cost 
of  product  sold  equals  the  difference  between  the  beginning  and  ending 
inventories  of  finished  product.  The  above  statement  is  functionally 
preferable,  because  it  is  confined  to  factory  operations.  There  is 
no  attempt  here  to  intr'oduce  information  regarding  selling.  Sales 
information  is  best  reserved  for  the  Income  Statement. 
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If  desired,  the  cost  of  materials  used  may  be  itemized 
according  to  whether  they  were  taken  from  inventory  carried  over  from 
the  preceding  yearj,  or  whether  they  were  newly  ptirchasedo  ITiis  may 
be  as  follows o 

Inventory  Jaiio  1  oooooooooooooaooaoaoooooo  $  14^ 000 

Iiet    irUrOhaSeS     eoo»oeeooe»o«oooooaoosauassa  OSpUUvJ) 

«_™.«»„>.=.«=„  695,000 

Inventory  Dec*  31  ••••oaa«»»eo**ooeeeeoaas  I'dp  000 

Cost  of  Materisil  Used  o«o*s*»oo<>e.««o<>>a*(>(>oso*««so  $50^,000 


This  detail  seems  unnecessary  for  an  external  report,  although  the 
internal  management  may  find  it  useful. 

In  the  example  of  a  mantifacturing  Cost  Statement  above,  the 
cost  of  new  work  placed  in  process  is  $165p000j,  b'ut  the  cost  of  product 
completed  during  the  year  is  $16l,000o  The  difference  of  $4,000  is  a 
net  addition  to  the  inventory  of  work  in  process .  Tnis  may  be  treated 
merely  as  an  adjustment  unless  it  is  desired  to  report  total  inventories 
intact.  The  fact  that  the  beginning  imjentcry  of  llOpOGO  is  allowed 
to  stand  and  an  adjustment  of  #4,000  is  added  in  no  way  means  that 
the  old  physical  inventory  is  carried  tlirough  the  year  and  $4,000  of 
new  material  is  added.  In  a  production  process^  this  is  most  likely 
not  the  case.  The  inventory  In  process  on  hand  January  1  no  doubt 
is  used  early  in  the  year  and  is  among  the  first  to  be  transferred  to 
the  finished  product.  The  final  inventory  nuaiy  or  may  not  contain  old 
stock.  Even  if  it  did,  the  units  should  be  interchangeable <>  The 
final  inventory  may  consist  of  some  old  stock,  or  notp  depending  on 
the  selection  of  deliveries  to  the  factory. 

ABSORBED  FACTORY  BIHDENo  The  direct  manufacturing  costSj,  such  as 
those  for  materials  sind  labor,  can  be  known  Immediately.  Materials 
are  issued  from  stores  in  quantities  as  used.  All  labor  is  used  axs~ 
cording  to  the  payroll  currently  computed.  But  this  is  not  true  for 
factory  burden.  No  burden  can  be  identified  with  a  par'ticular  unit 
of  product  as  can  direct  labor.  The  total  burden  cost  of  a  period 
should  be  distributed  over  all  units  of  product  of  the  period »  Yet 
the  total  burden  cost  cannot  be  known  until  the  period  is  ended. 
Nor  can  the  total  amount  of  product  over  which  the  bxirden  must  be 
distributed  be  known  until  the  period  is  ended o  Hence  it  is  not  pos- 
sible to  know  the  total  cost  of  any  unit  or  lot  of  product  before  the 
period  is  ended.  The  most  significant  period  for  isuch  costing  is  a 
year.  To  be  useful,  the  cost  of  product  should  be  known  long  before 
the  year  is  ended.  To  delay  cost  finding  until  the  end  of  a  y«ar  is 
to  lose  much  of  its  useftilness.  Efficiency  in  production  could  not  be 
known  currently.  It  is  often  desirable  to  have  tJie  approximate  cost 
of  a  lot  of  goods  as  soon  as  production  is  completed. 

In  order  to  arrive  at  a  cost  for  a  unit  of  product  early 
anough  for  the  information  to  be  of  lise,  a  scheme  of  accounting  for 
predetermined  burden  is  used.  A  predetermined  b-^Jirden  rate  per  unit 
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of  product  or  per  unit  of  operation  is  computed  before  the  operating 
year  begins.  This  is  nost  conveniently  done  when  the  budget  is 
prepared.  The  predetermined  burden  rate  per  unit  of  product  is  the 
total  estimated  burden  for  the  year  divided  by  the  total  estimated 
physical  product  for  the  year.  S<Mietimes  the  predetermined  ^Jburden 
rate  is  treated  as  a  function  of  a  direct  cost  such  as  direct  labor, 
or  it  may  be  a   rate   per  hour  of  the  time  operated »  In  other  words, 
the  rate  may  be  a  function  of  input  of  a  productive  cost  factor. 
That  is,  it  may  be  a  function  of  the  output  of  product  or  a  Sanction 
of  the  input  of      factors. 

Charges  are  made  to  Work  in  Process  by  debiting  for  the 
predetermined  burden.  The  source  of  the  burden  cannot  be  eitedited 
to  any  of  the  asset  or  liability  accounts  from  which  it  is' derived j, 
because  neither  the  account  nor  the  exact  amount  is  known.  Pending 
detoxittination  at  the  end  of  the  year  of  the  correct  total  burden  and 
its  sources,  a  special  suspense  account  is  credited  called  Applied 
Factory  Burden.  Later  the  actual  amount  of  burden  is  compared  with 
the  applied  factory  burden  by  closing  the  Applied  Feujtory  Burden 
Control  account  into  the  Factory  Burden  Control  account »  Any  balance 
remaining  in  Applied  Factory  Burden  is  an  error  in  predetermined 
burden  applied.  This  beuLance  may  be  analyzed  usefully j,  but  at  any 
rate  it  is  closed  at  the  end  of  each  year  to  other  accounts. 
Sometimes  it  is  closed  arbitrarily  as  an  adjustment  to  the  Factory  Cost 
of  Sales  for  the  year.  This  procedure  is  objectionable  theoriticailyj, 
but  it  may  be  done  if  the  amount  is  small. 

A  strictly  correct  method  is  to  close  the  over  or  und^r 
applied  burden  to  the  accounts  which  are  in  error  because  of  its 
ejdstence.  These  are      the  inventories  of  (l)  w<lrk  in  process,  ■■  y   ' 
(2)  the  finished  product  on  hand,  and  (s)  the  Factory  Cost  of  Sales. 
Each  can  receive  a  share  of  the  adjustment  in  proportion  to  its  size. 
Since  Factory  Cost  of  Sales  is  usually  the  larger  of  the  threej,  treat- 
ing the  entire  amount  aa  an  expense  adjustment  does  not  resiilt  usually 
in  great  error. 

A  credit  balsmce  in  Factory  Burden  Control  after  closing 
the  Applied  Factory  Burden  means  that  more  burden  has  been  added  to 
work  in  process  than  was  corrects  This  is  called  over  applied 
burden.   A  debit  balance  is  under  applied  factory  biordeno 

This  procedure  of  recording  estimated  data  in  the  accountsp 
later  recording  the  data  from  actual  transactions,  and  closing  ®n© 
into  the  other  for  comparison  has  many  uses  in  accountings  The  net 
result  is  to  arrive  at  the  results  given  by  the  actual  transactions, 
but  the  additional  data  provided  by  the  tise  of  budgetary  estimates 
can  be  useful  for  control  purposes. 

DIFFERENT  TYPES  OF  COST  CONDITIONS.  In  general  there  are  iMo   diff  atrsr.t 
kinds  of  manufacturing  conditions.  Each  requires  a  modification  ©f 
procedure.  The  difference  however  is  confined  to  the  procedure  of 
work  in  process.  The  unit  cost  of  product  to  be  found  in  one  ease  is 
the  job  lot.  A  job  lot  cost  sheet  is  prepared  for  recording  all  costs 
which  are  applied  to  one  special  item  of  product.  This  job  cost  sheet 
kee^^^'S  a  record  of  the  material,  labor,  and  burden  cost  of  each  job  lot 
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item.  The  cost  sheets  for  the  IndiTidtial  lots  support  the  Work  in 
Process  control  account. 

Ifader  the  other  condition,  there  is  continuous  manufacture 
of  like  units  of  the  same  product.  Since  the  units  of  product  are 
all  alike,  they  may  be  accounted  for  together.  They  may  be  stored 
together.  Wheja  they  are  removed  from  stores,  it  does  not  matter 
which  units  are  removed.  Thus  the  unit  cost  of  product  to  be  found 
is  the  average  cost  per  xinit  for  a  period  of  time.  The  unit  may  be 
a  unit  of  product,  a  pound,  ton,  gallon,  barrel,  etc.  The  significant 
cost  to  be  found  is  the  average  vailt   cost  of  the  uniform  product  per 
period  such  as  a  month.  In  this  case  a  subsidiary  cost  analysis  sheet 
is  prepared  for  the  month.  This  analysis  sheet  supports  the  Work  in 
Process  control  account. 

The  first  condition  usually  is  called  the  job  order  cost 
system.  The  second  condition  usually  is  called  the  process  cost 
system.  In  any  given  manufacttiring  enterprise  of  course  there  may  be 
combinations  of  the  job  order  and  the^bost  procedures.  One  system 
need  not  prevail  through  the  entire  factory.  One  department  may  be 
operated  on  the  basis  of  job  lot  and  another  department  may  be  operated 
on  the  basis  of  continuous  process  procedures.  The  calculations  and 
analysis  of  work  in  process  for  each  of  these  are  sufficiently  different 
that  some  time  need  Top  devoted  to  each.  The  job  lot  system  conforms 
most  closely  to  what  the  beginning  student  is  expected  to  know  at  this 
point.  Hence  the  general  structure  of  accounts  in  the  example  which 
follows  will  be  built  around  this  assmaption.  Later  the  accounting 
for  work  in  process  will  be  modified  to  suit  the  continuous  operating 
condition.        /process 

ILLUSTRATION  FACTORY  ACCOUNTS.  Let  us  illustrate  briefly  the  flow 

and  regrouping  of  cost  in  a  manufacturing  operation  by  eleven  summary 

transactions  for  a  period  such  as  a  month. 

(l).  Materials  are  purchased  for  f9C),000. 

(2).  Materials  are  requisitioned  from  stores  for  40  job  lots  of  product, 

$  75,000. 
(3).  St^plies,  etc.  are  requisitioned  from  stores  for  general  use  in 

the  factory  $  6,000. 
(4)a  Wages  and  salaries  for  the  month  are  as  follows. 

(a).  Time  tickets  and  clock  cards  for  direct  factory  iabdr  40j,000 
hours  at  fl.OO  per  =  $  40,000 

(b).  Supervision  and  other  factory  labor  $  27$,  000 

(c).  Salaries  of  Salesmen  $  30^000 

(d).  Office  and  other  salaries  i  ISIOOO 

Total  payroll.  4ll2s  000 
(5).  Purchases  of  services  chargeable  to  factory  biu^ien  $  16p000o 
(6).  Depreciation  of  factory  building  $  3,000. 
(7).  Depreciation  of  factory  machinery  |  5,000, 
(8).  Depreciation  of  office  equipment  $  ,  700, 
(9).  Factory  burden  is  applied  to  all  work  in  process  at  the  rate  of 

$1.50  per  direct  labor  hour. 
(10), Product  eoKpleted  during  the  month  ^150,000« 
(11). Product  delivered  to  customers  during  the  month  cost  Il35,000. 
Selling  price  $200,000, 
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In  general  journal  form  the  required  entries  are  as  follows. 

(1) 

I«Iaterials  .., , ...90,000 

Vouchers  Payable , , 90,000 

To  record  purchase  of  materials. 

(2) 

Work  in  Ecojess 75,000 

Materials  ..« ,  75,000 

To  record  use  of  materials. 

(3) 

Factory  Burden o..... » 6,000 

Materials » o.. 6,000 

To  record  factory  supplies  used. 

(4) 
Work  In  Process  ..oa««.*e|..<>....<>0.»»o*.  40,000 

Factory  Burden  .<,oo.<.o..»i...o... 27,000 

Selling  E3q)ense <,...<>•«....<,...«...  30,000. 

Office  Expense  ..•.•oo»*e «•••». o..o4o«e.e  15,000 

Payroll  ao.osi>.«a».*....o.e»..af*o... ».•»••  (lll2,  000 

To  accrue  the  payroll  and  record  labor  costo 

(5) 
Factors  Burden  e,»».o..o«.o... ...... ...so  16,000 

Vouchers  Payable  a..*.. «.«.«o...oa...o.  16,000 

(6)  (7)  (8) 

Factory  Burden ...oo.eo.eo.o  8,000 

Office  Eiqpense .»»eo...,,,  700 

Allowance  for  Depreciation  Btiilding 5,000 

Allowance  for  Depreciation  Machinery  ..o.c.c  3,000 

Allowance  for  Depreciation  Fumitxu'e  <>••.. ...   700 

To  record  depreciation, 

(9) 
Work  in  Brccess  oaaos«aeo»»a*«««(>o««»»««s  60,000 

Applied  Factory  Burden  •..»«re*.e«.o«.<i«aoo.  60,000 
To  apply  factory  to  work  in  procesSo 

(10) 
Finished  Product  o».«oo.bo....... .»•,♦. ...150,000 

Work  in  H^C^CeSS  ao*ae<i>««^p«f  »•  «••«•.  ea««««.  150,000 

To  transfer  finished  product  to  stores. 

(11)  . 
Factory  Cost  of  Sales  ...c..»o.«<i..ir.««*». ♦.135,000 

Finished  Product  ...o»o«......«»....o.......  .135,000 

To  record  cost  of  product. sold? 
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Accotmts  Receivable  .. 


(11) 


oo«*«*«o««oo« 


200„000 


08J.dS     ••a»«*««o*«** 


oo««o*e**««eooft««oeooo 


..«200„000 


When  these  entries  are  posted  the  ledger  accotmts  will  be 
as  follows*  To  begin,  the  ledger  accotmts  contain  certain  balances 
as  indicated. 


CASH 


CAPITAL  STOCK 


Balance  70,000' 
- 1"" 

I 

J 
I 


'Balance   350.,  000 


BUILDING  COST 


Balance  250,000' 


RETAINED  EARNINGS 
'Balemce 


Ai^iOOO 


MACHINES  COST 


Balance     60,000' 


YOTgHERg  PATART.W 

(IT 
'(2) 


16p000 


FDRNITIBE  COST 


PAYROLL 


Balance    14 « 000' 


(4) 


112,000 


TIT 


MATERIALS 


90,000' (2) 

•(3) 
t 

- 1 

t 


ALLOWANCE  FOR  PEP.  BUILDING 


75,000 
6,000 


5,000 


-  ?09- 


■'■**■■. 


w 

(4) 
(9) 


WORK  IN  PROCESS 

do) 


75,000 
40,000 
60,000 


150,000 


ALLOWANCE  FOR  PEP. 

'(7) 

t 


MACHINE 


3,000 


W 

(4) 
(5) 
(6) 


FACTORY  BURDEN  CONTROL 


6,000 
27,000 
16,000 

8,000 


ALLOWANCE  FOR  PEP. 

'(8) 
t 

t 

« 

I 

I 


FimNITIlKE 
700 


W 


SELLING  EXPENSE 


30,000 


APPLIEP  FACTORY  BURPEN 

»T9l      60,000 

t 

t 

t 

I 

I 


w 


OFFICE  EXPENSE 


15,000   ' 

7X   ' 
I 

t 

t 

1 


TUT 


ACCOUNTS  RECEIVABLE 


200,000' 

t 
I 
t 
t 


FINISHEP 


"G^l       150,000 


PROPUCT 

^UD — 


135,000 


SALES 


- -Ss^^vt^'^- '^^¥^-?%M^''i  ^  ^ 


200,000 


© 


FACTORY  COST  OF  SALES 


"HIT      135,000 


The  eleven  stmnnaiy  transactions  are  recorded  in  journals  and 
posted. to  the  ledger  accounts  as  above  illustratad.  The  student  should 
trace  the  entries  through  the  accounts  and  note  the  general  flow  of 
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coat  from  the  deriTation  of  the  basic  costs  of  materials,  labor,  and 
burden,  throtigh  Work  in  Processj,  Finished  Product,  asA      Factory- 
Cost  of  Sales* 

The  trial  balance  aft«r  the  operating  transactions  are 
recorded  is  as  follows • 

A  Manufacttiring  C^mpaay 

Trial  Balance 
Tear  ended  Deco  51-19A 

0  £10x1  o«ooooooooa*(»«eo«ottooo«0*oo*«o«oo««oo*»V   •  ^p  UUU 

Building-Cost o,o...o..,....oo...  250,000 

MaOhineS*^OSt     .•a«..oa«».eoo.o.oa.eeo«oaeoee        6U,  CXaJ 
Fumiture-^OSt     .••oo.e.«.»«oe«eoo«oeeo.eo9o*        jL4p  UUU 

Capital  Stock • $350,000 

xtetained  iSamings  .o.ooooo....o.ooooooo.o.ao....ooo.o  ^^p uuu 

Materials  oB...s..s.............«aso«.oao»oo   9, Quo 

Work  in  Process  ................a.a..«.o.o.o  2o,oou 

Factory  Burden «... .,.,..  57,000 

Selling  Expense 50,000 

Office  Expense ,oa.«.o...e.o«a.saoaoooaa.....    15, 700 

Vouchers^  Payable  .a.oa.o.«a.o.oo....o.o....ooooo«o«o.  i-^^p 'Juu 

Payiroll  .,<,.,••,.....,. 112,000 

Allowance  for  Depreciation-Building  ........o»..eoo..  5, 000 

Allowance  for  Depreciation-Machines  », ...•<>. .....o...  5,000 

Allowance  for  Depreciation-Pum3.ture  .......o«.o«....  700 

Applied  Factory  Burden  «••••••«•••«.. ...........o....  60,000 

Finished  Product  .•»«•••.•••«•....«.  •...•«..  15,000 

Factory- Cost  of  Sales 155,000 

Accounts  BeceiTable •.•.......  200,000 

wfllXOS     9«»9eo«o«o«e»««ooo»***«eo<»o*oo«»«o«o»oooe*o«eo«       K,\}\J^  UvAi 

#880,700     #880,700 


\ 
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i'inancial  Statements  prepared  from  this  trial  balance  are  as  follows. 

A  Manufacturing  Company- 
Statement  of  Financial  Position 
Dec,  31  -  19  A 
Assets 
Current  Assets 

Cash $   70,000 

Accounts  Receivable  200,000 

Materials 9,000 

Work  in  Process 25,000 

Finished  Product 15.000 $319,000 

Plant  Assets 

Building  -  Cost  $250,000 

Allovrance  for  Depreciation 5.0001245.000 

Machines-Cost $  60,000 

Allowance  for  Depreciation S.OOOS  57,000 

Pumiture-Cost $   14,000 

Allowance  for  Depreciation  ........ .o.j 700$  15.500|515. 300 

Total  Assets $634,600 


Equities 
Current  Idabilitiss 

Vouchers  Payabla  $106,000 

Payroll o..^.....  112.000 ^$218,000 

Capital  Stock ^-  350,000 

Retained  Earnings * 66.500 416.500 

Total  Sources $634,300 


A  Manufacturing  Company 
Manufacturing  Cost  Statement 
Year  ended  Dec.31-19A 

Material  Used ..^..4.......  t  75>000 

Direct  Labor  •*... ♦ 40,000 

Applied  Factory  Burden  •••••.^^.. 60.000 

$175,000 
Work  in  Process  Jan.  1    -0- 

Work  in  Process  Dec.  51  25.000   25.000 

Cost  of  Product  Completed  ., $150,000 
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A  ManufactTiring  Company 

Income  Statement 
Tear  ended  Dec.  51-19A 

OcLL9o       ••«ooo»oooo***o«00«o«oo«sooa*i>o*o»««oooo»o«f>aa       ^iCUvJg  vJvJU 

Factory  Cost  of  Sales $155,000 

Less?  Overapplied  Burden  .....  ^^S^OOO  $132,000 

Selling  Sxpense o.... ..o....  50, 000 

Office  Expense ....<,..  15.700     177n700 

nS  u     XX1C0I&6     ••••oeo0«ooo*oooooa«o«9oooooooe«o9ooo«o«o     $     CC  a  OU(> 


The  Applied  Factory  Btirden  might  have  been  closed  to  the  Factory 
Burden  Control  before  preparation  of  the  trial  balance  and  the  over 
applied  burden  reported  in  a  sepeirate  account.  Entries  for  this  are 
as  follows. 

(12) 

Applied  Factory  Burden  ....oo....... 60,000 

Factory  Burden  Control  .oe.o.e»oe.oo«o..o.oo,.o  60,000 

(13) 
Factory  Burden  Control  o.«o»«ooeoo6.««oo«o  5,000 

Overapplied  Factory  Burden  o...o.o..,..o.<,.o.o«  3, 000 

This  should  clarify  the  balance  of  overapplied  factory  burden.  The 
student  is  requested  to  reflect  on  the  nature  of  these  two  burden 
accounts.  Factory  Burden  Control  and  Applied  Factory  Burdeno  The 
applied  factory  burden  could  have  been  ci*edited  in  the  Factory  Burden 
Control  at  the  time  the  charge  was  made  to  Work  in  Process.  According- 
ly the  over  or  the  under  applied  factory  burden  would  be  reflected 
directly  as  the  balance  of  the  account  at  the  end  of  the  year. 
However  this  would  look  like  a  transfer  of  actual  factory  burden  to 
Work  in  Process.  But  this  is  strictly  not  possible  taatil  the  correct 
total  is  known.  It  is  to  be  understood  that  during  the  year  estimated 
burden  is  applied  currently  to  the  various  individual  job  cost  sheets. 
The  jotamal  entries  and  ledger  postings  here  only  summarize  in  ledger 
form  what  has  sdready  been  done  in  costing  individual  jobs. 

The  amount  of  materials  used  here  is  presumed  to  come  from 
subsidiary  records  of  materials  issued  from  stores.  The  use  of  a 
stores  requisition  journal  helps  in  this  procedure.  The  direct  labor 
coat  is  derived  from  the  payroll  analysis  record.  The  soTxrce  of  this 
information  is  important.  The  student  shotild  not  learn  to  look  to  the 
ledger  for  such  information.  He  must  learn  the  source  of  the  informa-» 
tion.  The  ledger  merely  serves  to  record  in  orderly  classified  form 
(the  information  after  its  original  source  is  determinedo  If  desired, 
the  total  cost  of  materials  used  and  the  total  direct  labor  cost  could 
be  entered  in  ledger  accounts  under  these  titles  first  and  later 
transferred  to  Work  in  Process,  as  has  been  done  in  the  case  of  factory 
burden.  In  these  cases  of  direct  cost,  however,  the  actual  cost  is 
known.  There  need  be  no  use  of  applied  estimates. 
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LEDGER  CLOSING  ENTRIES.  A  clear  distinction  between  ledger  adjusting 
entires  and  ledger  closing  entries  is  not  possible.  In  factory  cost- 
ing there  is  much  regrouping  of  costs  in  ledger  form.  Whether  the 
entries  are  considered  as  adjusting  entries  or  as  closing  entries  is 
not  important.  The  important  questions  are  the  correct  amounts  and 
the  time  of  recording  the  entries.  The  effect  of  adjusting  entries 
appesirs  in  the  trial  balance  and  tends  to  clarify  preparation  of  the 
financial  statements.  The  closing  entries  are  delayed  until  the 
statements  have  been  prepared.  The  purpose  of  the  closing  entries 
is  to  eliminate  the  temporary  swjcotmts  which  report  operating  data 
of  one  fiscal  period  and  keep  the  operating  data  of  this  fiscal  period 
separated  from  that  of  the  next.  Closing  applies  to  all  accovmts 
except  those  which  reflect  the  financial  position  on  the  closing  date. 
Complete  closing  entries  ai^er  adjustment  for  over  and  under 
applied  burden  as  above  as  follows. 

(a) 

Sales .r.... 200,000 

Income  Simmiary  ••••«««o** «•■••••••  200,000 

(b) 

Income  Summary  ...•• 180,700 

Selling  Expense  ....«, 30,000 

Office  Expense 15,700 

Factory  Cost  of  Sales 135,000 

To  close  expenses.         i 

(c) 
Overapplied  Factory  Biirden  .......   3,000 

Income  Summary 3,000 

To  close  overapplied  factory  burden  for  the  year. 

(d) 
Income  Summary  •..«-••••••........«  22,300 

Retained  Earnings «...  22,300 

To  close  income  to  Retained  Earnings. 

The  ledger  as  closed,  balanced,  and  ruled,  appears  as 
follows. 

CASH MACHINE-COST 


Balance  70,000 


Balance  60, 000 


214  - 


BUILDING-COST 


Balance  250,000' 


FURNITURE-COST 


Balance  14«000 


CAPITAL  STOCK 


'Balance  550,000 


w 


^»PQ0f(br~ 


30,000 


~J 
I 
t 
I 
I 


RETAINED  EARNINGS 


66, 300 'Balance 

_'(d) 

66,300' 


TIT 


MATERIALS 
90,000' (2) 
'(3) 


44,000 
22.300 
66, 300 

66,300 


90,000' 


75,000 

66,000 

9.000 

90,000 


,000 


TsT 

(4) 
(5) 

(6) 
(13) 


FACTORS  BURDEN  CONTROL 


Rr  BURDEN  CO 
6, 000 '(12) 

27,000' 

16,000' 
8,000' 
3.000' 

60,000' 


60,000 


60,000 


(47 


OFFICE  EXPENSE 


so,  TOO 


VOUrjHERS  PAYABLE 

loi^^o'd) 


_™_'(5) 

106,000' 
— 1 


PAYROLL 


U4; 

t 
I 


90,000 

I6o000 
106,000 

106,000 


112,000 


ALLOWANCE  FOR  DEPRECIATION-BUILDING 

iTel     5,000 
I 

I 

I 

I 

I 


FACTORY  COST  OF  SALES 
(11)  135,OOOJlb]  155,000 


ALLOWANCE  FOR  DEPRECIATION  MACHINES 

'(7)  3,000 

I 

t 


TnT 


ACCOUNTS  RECEIVABLE 

200,000' 
t 

I 
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ALLOWANCE  FOR  DEPRECIATION  FTJimiTURE  ^^AJfP.q 

"~~  ~    '(8)    !^     700  Ta)   ^oOapog.'  (iD    jQOaOqO 

I  8 

t  « 

f  I 

t  I 

APPLIED  FACTORY  BURDEN  OVERAPPLIED  FACTORY  BURDEN 

(125  "       60,000' (9)      60^000  TcJ       3,000' (15)      sToOO 


:» 

t  t 

I  t 

«  « 

FINISHED  PRODUCT  INCOME  SUMMARY 

Tio)     150, 000 '(11)     135,000    TbT"     180,700' (a)     200,000 
'         15.000    (d)      22.500'         5o000 

150,000'        150,000  203,000'        203,000 

t  ■   ■  -e  

T        15,000' 
I 

ANALYSIS  OF  FACTORY  BURDEN.  Factory  burden  is  analyzed  in  a  subsidiary 
factory  burden  ledger  or  on  factory  burden  analysis  sheets o  This 
ansilyisis  often  is  classified  by  departments  in  the  genered  ledger. 
A  general  ledger  factory  burden  control  account  can  be  used  for  the 
burden  assigned  to  each  departmento  When  this  is  done  a  separate 
burden  rate  can  be  computed  for  each  operating  department.  Thus  as 
many  separate  charges  for  burden  may  be  made  to  the  woifk.  in  process 
as  there  are  operating  departmentso  This  gives  a  better  distribution 
of  burden  to  the  different  products  of  a  factory  than  is  possible  when 
a  single  burden  rate  is  used  for  the  factory  as  a  whole » 

Supplementary  analyses  of  burden  further  can  be  made  to  show 
burden  by  causes  of  variation  from  established  standards.  This 
promotes  control  of  operating  efficiency  by  indicating  why  the  burden 
is  different  from  an  established  standard »  The  varismces  may  be 
caused  by  unused  operating  capacity,  efficiency  in  use  of  time,  or 
variation  from  the  budget  because  of  changes  in  prices  of  the  factors. 


Chapter  18    MANUFACTURING  PROCESS  COSTS 

The  prcsont  caaptor  illustrates  briefly  the  kind  of  compu- 
tations used  for  manufacturing  process  costs.  The  student  usually 
finds  these  computations  difficult.  There  seems  to  bo  little  dif- 
ficulty in  the  conqjutat ions  if  each  step  is  considered  by  itself.  Ths 
difficulty  seems  to  arise  from  the  necessity  to  organize  so  many  do- 
tails  in  orderly  form.  It  is  boliovc-d  therefore  that  the  best  approach 
is  to  take  asimple  but  realistics  case  and  show  how  the  computations 
are  assembled  in  their  entirely.  The  student  should  first  grasp  the 
general  problem  as  a  whole.  What  are  the  major  stops  involved? 
What  details  are  essential?  It  is  necessary  to  conceive  the  procedure 
as  a  whole  in  order  to  provide  a  place,  in  the  report  for  the  various 
details.  ;, 

THE  GENERAL  PROBLEM.  There  are  two  kinds  of  data  to  be  accounted  for. 
There  is  the  physical  production  data  and  there  is  the  cost  data. 
The   first  should  be  treated  separately.  Then  they  are  to  be  related. 
The  problem  is  too  simple  if  only  one  process  is  involved.  There  should 
be  two  or  more  process.  These  are  to  be  linked  together.  There  is  a 
flow  of  cost  of  product  from  one  process  to  the  next.  The  finished  work 
of  one  process  passes  to  the  next  process,  where  possibly  more  materials 
labor,  and  burden  are  added.  In  each  process  the  total  of  each  cost 
of  material,  labor,  and  burden  must  be  itemized.  At  the  same  time  it 
is  desired  to  report  a  unit  of  product  cost  for  each  of  these  factor 
costs. 

For  clarity  it  is  suggested  that  the  first  report  ho  com- 
puted only  for  physical  production.  This  is  prepared  for  quick  and 
easy  reference  .  It  is  used  later  to  compute  unit  product  cost. 

The  second  report  is  a  cost  report.   It  consists  of  two  parts 
in  a  balancing  form.  The  first  part  compiles  the  cost  of  each  process 
which  is  to  bo  accounted  for.  The  second  part  states  the  disposal 
made  of  these  costs.  The  report  then  .serves  as  a  basis  for  preparing 
summary  journal  entries  to  be  recorded  and  posted  to  the  ledger, 

PROCESS  COST  DATA,  Since  unit  costs  are  desired  as  well  as  total 
costs,  data  must  be  found  both  for  physical  quantities  and  for  cost 
quantities.   It  is  assumed  that  the  processess  are  continuous  for  a 
certain  period  like  a  month.  Accordingly,  at  the  beginning  of  each 
month,  each  process  may  have  incomplete  units  of  work  on  hand.  Also 
at  the  end  of  each  month  each  process  may  have  incpmplete  anits  on 
hand.  Unit  costs  are  meaningful  only  if  known  in  terms  of  whole  units 
of  product.   It  is  therefore  necessary  to  analyse  the  physical  inventories 
of  work  in  process  in  terms  of  equivalent  whole  units  of  prodwct.  For 
example  enough  material  to  produce  10,000  units  of  product  is  placed 
in  process.  At  the  end  of  a  month  8,000  units  have  been  completed  and 
transferred  to  the  next  process.  On  hand,  kalf  complete ^are  2,000 
units.  Equivalent  production  is  9,000  units. 

Assume  there  arc  8,000  units  on  hand  at  the  beginning  of  the 
month,  one  fourth  completed.  Twenty  thousand  more  units  are  started. 
By  the  end  of  the  month  18,000  units  are  completed  and  transferred  ' v.. 
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to  the  next  dopartmont  and  ton  thousand  imits  arc  on  hand  one  half 
completod.  This  accounts  for  all  28,000  units.  The  equivalent  prod- 
uction is  21,000  units.  This  is  accounted  for  as  completing  first 
the  boginning  8,000  on  hand.  This  work  of  coirpletion  is  the  equi- 
valent of  6,000  whole  units.  Of  the  18,000  tinits  completod  and  trans- 
ferred, the  first  8,000  of  which  are  the  units  equivalent  to  6,000 
units  produced  this  month.  There  is  accordingly  an  additional  10,000 
units  on  which  all  work  is  done  this  month.  The  10,000  units  on  hand  . 
at  the  end  of  the  month  half  completed  are  the  equivalent  of  5,000 
whole  units.  Thus  the  equivalent  whole  units  produced  for  the  month 
is  6,000  +  10,000  +  5,000  =  21,000. 

It  does  not  introduce  too  ^ch  inaccuracy  to  estimate  the 
per  cent  of  completion  of  unfinished  units.  This  is  usefully  acciirato 
if  done  only  roughly.  Wo  have  known  successfully  operated  processes 
in  which  no  provision  was  made  at  all  for  any  incomplete  work  in  pro- 
cess. It  was  said  that  the  incomplete  work  at  the  begixuiing  of  a 
month  approximately  equalled  the  incomplete  work  at  the  end  of  the 
month.  This  tends  to  be  true,  but  may  not  bo  according  to  fact  for 
any  given  month.  The  error  which  could  result  in  the  coitpited  monthly 
unit  costs  can  bo  significant.  There  would  bo  some  improvomont  if  it 
merely  were  asstuned  that  all  work  in  process  wore  half  complete.  The 
number  of  units  in  process  in  many  actual  cases  varies  significantly. 
But  usually  it  is  easy  to  make  a  more  accurate  estimate  than  the 
suggested  half.  Enough  accuracy  would  seem  to  bo  attained  if  estimates 
of  coii5)lotion  are  accurate  within  ten  percent.  The  error  which  is 
compensating  from  month  to  month,  will  bo  found  insignificantly  small 

The  extent  of  con^jletion  may  bo  different  with  respect  to  . 
each  of  the  three  cost  factors.  This  is  handled  by  estimating  the 
percent  of  completion  separately  for  each  cost  factor.  For  materials 
this  may  be  done  by  simple  inspection.  Materials  often  are  added 
entirely  at  the  beginning  of  a  process.  Sometimes  they  ore  added  only 
at  the  end  of  the  process.  If  materials  are  added  at  other  stages 
this  is  easy  to  discover.  The  extent  of  labor  added  is  more  a  mattor 
of  judgement,  but  it  is  usually  easy  enough  to  estimate  within  useful 
limits.  No  direct  means  exists  for  estimating  the  amount  of  btirdon 
absorbed.  But  in  practice  the  burden  4s  usually  assumed  to  bo  absorbed 
in  the  same  proportion  as  direct  labor. 

PROCESS  COST  ILLUSTRATED.  Assume  three  processes  through 

which  a  product  must  pass.  We  will  call  the  procossess  A,  B,  and  C, 
The  physical  data  for  the  month  of  July  is  as  follows? 


A L_ B 


Boginning  Inventory 

0 

1,500 

3,000 

Stage  of  Completion 

- 

5056 

uo% 

New  Units  started 

15,000 

- 

" 

New  Units  received 

- 

13,000 

10,000 

•Jnits  transferred  out 

13,000 

10,000 

11,000 

Ending  inventory 

2,000 

4,500 

2,000 

Stage  of  Completion 

3056 

uo% 

5056 

218 


Tho  first  stop  is  to  prepare  an  orderly  table  of  physical 
production.  This  consists  of  throe  parts.  Tho  first  parts  contains 
all  units  to  be  accounted  for.  The  sofEond  part  accounts  for  those 
units.  Those  two  parts  must  be  self  balancing.  The  third  part  is  Q 
statement  which  gives  the  equivalent  number  of  whole  units  producodo 
Each  of  these  must  be  analyzed  by  the  cost  factors  of  materials,  labor, 
and  burden,  since  the  equivalent  number  produced  by  each  cost  factor 
might  bo  different.  In  process  A  all  materials  are  added  at  the  begin- 
ning of  the  process.  No  materials  are  added  in  process  B.  In  process 
C  all  materials  are  added  at  the  ond  of  the  process.  This  t'^bulation 
for  the  above  prdduction  data  may  be  illustrated  as  follows s  iwr  J«ly 


»    A      '     B      '   C 

Beginning  Inventory  '      0     '1,500    '  3,000 

Added  or  received  '   15,000   '  13,000    '  10,000 


To  bo  accounted  for  i„^J.5^QQQ-»  J.-..14^5l2Q^«s,',J^ftQQa, 

transferred  out  '   j.3,UUU   '  j.u,uwu    •  xJl,uuu 

On  hand  incomplete  »    2,000   '   4,500    '  2,000 

Accounted  for  '   15,000   «  U,500    •  13,000 


Equivalent  production  '  ' 

Materials  •  15,000  •     0  «  11,000 

Labor  «  13,600  •  11,050  »  10,800 

Burden  »  13,600  '  11,050  '  10,800 


Tho  cost  data  of  tho  month  of  July  is  as  follows  3 

'A  »  B  •  C 

Beginning  inventory            '     0  '  $  4,300  •$13,000 

Added  in  Julys 

Materials                   '  $  15,000  •  0  «  1,430 

Labor                      •    6,800  •  8,840  '  6,480 

Burden  .                   «    6,800  •  7,735  '  8,640 


The  beginning  inventories  consist  of  cost  accumulated  in  the  procoding 
processes  plus  any  costs  added  in  this  processes  during  the  preceding 
month  of  June.  The  costs  of  procoding  processes  and  tho  costs  added 
Jast  month  in  the  present  process  arc  not  separated  in  this  example. 
As  a  result  in  our  cost  analysis  report  wo  will  derive  an  average  cost 
per  unit  of  product  for  each  factor.  We  will  assume  however  that  the 
beginning  inventory  in  process  is  the  first  to  be  transferred  to  tho 
moxt  process.  Henco  the  unit  cost  of  the  first  product  transferred 
might  differ  in  a  small  amount  from  cost  at  tho  rate  derived  for  the 
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current  month.  A  strict  first-in,  first  out  method  could  bo  used,  but 
this  is  not  considorod  either  necessary  nor  desirable.  When  there  are 
many  processes  through  which  a  product  must  pass,  keeping  a  strict 
first-in,  first-cut  basis  become  very  con^ilicated.  The  difference  in 
results  between  strict  FIFO  and  average  of  a  small  amount  does  not 
justify  the  additional  analysis  which  Is   required  for  the  complete  FIFO, 
Based  on  the  preceding  physical  production  data  and  cost  data,  the  • 
analysis  of  work  in  process  diiring  tho  month  of  July  may  bo  compiled 
as  follows  : 

WORK  IN  PROCESS  COST  ANALYSIS  REPORT 
Month  of  July 


Beginning  Inventory 
Received  firom  Preceding 
Process. 


>090ooo«e    •oo«e    oo    < 


Total.... 


o    •  «   •    I 


'  e   •  •  o  o  o    o  • 


eao990oo»«oo< 
ooo  ooo9oooo«eo< 


Added  in  this  process 
>fatGrials 
Labor  . . 

Burden  ...... .,.,.. , 

Total  this  process 

Cumulative  Total 

Transferred  out 

On  hand  Incomplete 
Preceding  Processes 
Materials  . . . . . . . .  = » . » . 

jui^  Dor  .....oo.. ..«....•» 

Burden 

Total  Inventory  ,  „ . 


<oo   00   oe«oo 


0000 


C-umulative  Total 


Total   'Unit 


_   •   _ 

I 
_   I   _ 


$15,000'|  1.00 
6, POO'   .50 
.50 


6^800' 


128,600'$  2.00 


$28,600" 


$26,000'$  2.00 

_   •   _ 

$  2,000' 
300' 
300' 


$  2,600' 


$28,600' 


B 


Total 


$  4,300 

26,000 

$30,300 


0 

$  8,BU0 
7,73? 


$16,575 
$46,875 


$35,175 

$  9,000 

0 
$  ItUAO 
1.260 


$11,700 
$46,875 


Unit 


$  2,00 
$"""" 


.60 

.^20 


$  1.50 
$  3.50 


$3«175 


Total  'Unit 
$13,000  - 

35,175  3.5175 
$48,175  - 


$  1,430  .13 
6,480  .60 
8.640  .80 


$l6,550$lo53 


X._____— 


$64,725 


$56,290$5oll7 


$  7,035$3-§17r 

9  « 
$   600 

800 
$  8,435 


$64,725 


Note  that  the  report  coasists  of  two  self  balancing  parts.  The  first 
part  compiles  all  the  cost.  The  second  part  shows  what  disposal  is 
made  ofl  the  total  costs  in  each  process.   Either  they  are  transferred 
to  the  next  process  or  they  remain  on  hand.  If  they  remain  on  hand 
they  may  not  be  complete.   If  not  complete,  the  component  parts  must 
be  computed  separately.  The  parts  oond.sb  first  of  product  received 
from  the  preceding  iarpcGss.  To  this  is  added  any  additional  material, 
labor,  and  burdeno  It  is  assumed  here  that  no  units  are  lost.  This 
raises  the  question  of  a  special  adjustment  which  will  be  discussed 
briefly  later. 
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In  an  enterprise  cf  considerable  size  where  accounting  control  is 
important,  each  of  these  processes  will  be  under  the  direction  of  a 
different  supervisor  or  department  head.  Each  head  may  be  responsible 
for  the  cost  analysis  of  his  department  or  process.  Hence  a  separate 
work  sheet  would  be  used  for  each  process »  The  final  results  may  be 
consolidated  only  in  the  accounting  department.  However,  the  present- 
ation here  is  for  the  student.  The  student  should  see  the  entire 
operations  of  the  factory  as  a  whole.  This  can  bo  done  best  by  use 
of  a  single  work  sheet  of  the  type  illustrated  here.  This  shows  the 
close  relationship  between  the  processes. 

The  computations  of  the  first  process  are  usually  the  simplest. 
There  may  or  may  not  be  a  beginning  inventory,  but  there  is  nothing 
received  from  a  precsding  process.  The  total  costs  of  materials, 
labor,  and  burden  are  tabulated  and  divided  by  the  equivalent  physical 
units  produced  taken  from  the  physical  production  report  in  order  to 
derive  the  unit  cost  of  each  factor  which  is  contained  in  the  product. 
The  completed  product  is  transferred  to  the  next  process  at  tnc  com- 
puted total  unit  cost  of  production.   In  the  first  process  this  is 
13,000  X  $2.00  =  $26,000,  The  balance  of  $2,600  remains  in  the  in- 
ventory, $2,000  materials,  $300  labor  and  $300  burden. 

What  is  transferred  from  process  A  is  received  in  process  B, 
This  is  added  to  the  beginning  inventory  in  process  B.   Below  are 
tabulated  the  costs  for  process  B  which  are  incurred  this  month.  A 
unit  factor  cost  for  each  is  computed  by  dividing  the  total  cost  of 
each  factor  by  the  equivalent  whole  units  produced.  The  total  costs 
of  the  process  for  this  month,  $16,575,  is  added  to  tho  beginning 
inventory  which  includes  some  cost  of  tho  preceding  month  in  both  this 
and  the  preceding  departments,   Process  B  is  responsible  for  total 
costs  this  month  of  $46,875,  -^his  amount  is  disposed  of  as  follows. 
Units  on  hand  are  4-,  500  which  have  a  cost  of  $2,  each  from  process  A, 
or  $9,000.  The  same  units  have  40^  of  the  necessary  labor  and  burden 
added.  Total  inventory  in  process  B  is  $11,700,  The  balance  of  $35,175 
is  transferred  to  process  C,  This  procedure  of  transferring  the  balance 
does  not  provide  a  check  on  arithmetical  accuracy.  This  can  be  done 
by  computing  the  amount  independently  as  follows. 


beginning  Inventory  ,,,,,,, 
To  completes  Labor  . 

Burden  ,,,,.. 

Additional  units,  8,500  at 


OS* 
00000»09* 

o  o  •  e 


Units 

1,500 

8,500 

10,000 


This  appears  to  use  the  FIFO  method  of  transfer.  But  since  the  begin- 
ning inventory  and  later  units  produced  are  not  separated,  the  result 
is  an  average  unit  cost  of  $3, 5175,  The  current  rate  per  unit  of  prod- 
uct, of  course,  is  $3,50,  of  which  $2.00  is  for  process  A  and  $1« 50  for 
process  B. 
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Since  the  13,000  units  transforred  from  process  B  to  process 
C  contain  some  cost  incurred  in  the  previous  month;  an  average  cost 
per  unit  of  the  preceding  department  of  $3o5175  is  used  instead  of  the 
ciirrent  rate  $3o  50.  This  is  necessary  to  account  for  all  cost  added 
to  the  product.  Accordingly  the  beginning  inventory  in  process  C  plus 
the  cost  received  from  ptocess  B  is  $4.8,175.  Total  costs  added  in 
process  C  this  month  are  $   16,550,  This  makes  process  C  responsible 
for  $64,725  total  cost.  This  is  digjosed  of  as  follows.  On  hand  in- 
complete are  2,000  units.  Their  accumulated  cost  of  $4., 4.35  consists 
of  all  preceding  process  costs,  2,000  x  $3> 5175  =  $7,035o  No  materials 
are  added.  In  process  G  the  materials  are  added  only  when  the  process 
is  completed.   Labor  added  is  50^  x  3,000  x  $  60  =  $600o  Burden  added 
is  5056  of  2,000  X  $.80  =  $800.   If  the  total  inventory  of  $8,4-35  is 
deducted  from  the  total  cost  in  the  department,  $64,725,  the  balance 
of  $56,290  is  presumed  to  have  been  transferred  to  the  stores  of  finished 
product.  This  amount  can  bo  accounted  for  independently  as  follows; 

'  Cost   '  '    Units 

Beginning  Inventory ....,,,'$  13,000  '  ' 

Cost  to  complete  : 

Mitorials  .,....,.,  $1,390      »  1  .   • 

Labor , 1,080      •  »  ' 

Burden  ,«. ,..,,  1,44-0      '  7,  .910      '  $  15,910   »   3,000 

Cost  of  8,000  units  at            '  '  4.0o380   '   8,000 

Totrls                             '  '  $   S6  2Q0"   '   11  000 


It  can  be  argued  that  the  cost  of  all  preceding  processes  in  the  in- 
ventory by  the  FIFO  method  should  be  2,000  x  3o50  =  $7,000o  This 
converts  all  inventory  in  process  to  the  current  month's  cost„   If 
this  is  done,  then  $35  more  must  be  added  to  the  cost  of  product  trans- 
ferred out,  making  a  total  of  $56,325  and  a  unit  cost  of  con^leted 
product  during  the  month  of  $5,1204-,   But  no  matter  how  the  inventory 
costs  of  the  previous  month  are  distributed,  it  is  clear  that  unit 
costs  for  all  work  done  in  July  for  processes  A,  B,  and  C,  are  $2,00, 
$1.50  and  $1»53  respectively.  At  the  July  ■^ate  a  unit  of  finished 
product  costs  $5.03.  The  previous  month 'si  costs  evidently  were  some- 
what higher,  which  gives  an  average  unit  cost  for  product  completed 
during  the  month  of  $5.1204»  if  the  inventory  iS  $  7^000  and  the  trans- 
fer $^325 • lb  is  helpful  to  review  the  overall  operation  to  see  if  all 
costs  applicable  have  been  accounted  for.  The  total  costs  to  be 
accounted  for  are  as  follows  :. 
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Beginning  Invcntorios  s 

Process  B  $4.,  300 

Process  C  •  13.000  $17,300 
Costs  added  this  month  s 

Process  A  $  28,600 

Process  B  16,575 

Process  G  16.550 $61.725 

Total  Cost  to  be  accounted  for           $79,025 


I 


Or  this  cost  may  be  stated  also  as  follows  s 

Beginning  inventories  in  process   ..,.o....o $  17,300 

Materials  o 16,4.30 

Labor  .j..„. 22,120 

Burden ..« ...o,.., 23,175 


$  79,025 


This  total  cost  is  accounted  for  as  : 
On  Hand  in  process  s 

Process  A  %   2,600 

Process  B  11,700 

Process  C  8.A35    $  22,735 

Conipleted  and  transferred  to 

finished  stock  56.290 

Total  ,...0.  $79,025 


The  current  cost  of  production  for  all  processes  for  July  is,  process  A, 
$2.00  J  process  B.  $1.50;  process  C,  $1.53;  or  a  total  product  cost 
of  $5.03  per  unit.  But  the  prodjict  completed  and  transferred  to 
finished  stores  during  the  month  has  a  unit  cost  f5»117«  *  This  results 
from  the  fact  that  beginning  inventories  in  process  B  and  C  wore  prod- 
xced  during  the  preceding  month  at  somewhat  higher  costs.  The  first 
3,000  units  could  be  costed  separately  at  a  cost  of  $5.35  per  unit  and 
the  last  8,000  units  could  be  valued  at  $4.0,240  or  $5.03   per  unit. 

After  con^jletion  of  the  process  cost  analysis  for  the  month, 
the  cost  analysis  report  serves  as  a  basis  for  journal  entries  and 
posting  to  the  ledger.  If  the  postings  are  made  from  any  other  sources 
they  must  agree  with  this  cost  analysis.  The  required  journal  entries 
are  as  follows! 

(1) 

Process  A 28,600 

Stores 15,000 

Direct  Labor 6,800 

Applied  Factory  Burden  ,.,.,...........,.  6,800 

(2) 
Process  B ..,.,.,.  26,000 
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(3) 
Applied  Factory  Burden « « o  o  c  •  a « .  o  o  o  .  o  <>  o « o  7,735 

U) 

Process  C  o.o.o.  35,175 

Process  £ <> oo.o..35,175 

(5) 

Process  C ,.,...,..  o ,  o .  o  16, 550 

Stores lj>A30 

Direct  Labor „ 6^4.80 

Applied  Factory  Burden 8. 6^0 

(6) 

Finished  Product 56,290 

Process  C ,56,290 

LOST  UNITS.  This  single  example  has  been  worked  out  in  some  detail 
to  show  the  general  natioro  of  manufactioring  process  cost  computations. 
While  the  selection  of  a  realistic  case  was  attempted,  it  cannot  be 
supposed  that  this  example  includes  all  the  possible  variations  that 
might  arise  in  process  costing.   One  of  the  more  common  variations 
which  must  be  accounted  for  is  units  of  product  which  are  lost  during 
any  of  the  processes.  This  may  bo  irregular  such  as  from  accident  or 
theft.  But  here  we  are  concerned  with  regular  losses  which  cannot  be 
avoided.   If  the  material  is  liquid,  some  will  evaporate.  Some  units 
may  be  unavoidably  spoiled  and  have  to  be  discarded.   The  disposal  of 
some  units  may  never  be  discovered  and  have  to  be  accounted  for  as 
lost.   When  some  units  are  lost,  this  fact  must  be  accounted  for  on 
one  line  of  the  physical  quantity  report. 

When  units  lost  is  unavoidable  because  of  the  nature  of  the 
process,  no  operating  loss  is  to  be  i-ecognized  from  this  source.  Instead 
the  Cost  of  lost  units  is  absorbed  by  the  good  units.   If  in  order  to 
get  10  units  of  product  it  is  necessary  to  use  enough  material  and 
labor  to  produce  eleven  units,  then  the  total  unit  cost  of  ten  units 
is  the  cost  of  eleven  units  is  divided  by  10.  The  result  is  merely 
to  raise  the  units  cost  of  the  good  inventory  produced.  This  is  simple 
if  there  is  only  one  productive  process  or  if  computed  for  the  first 
process  of  a  series.   By  dividing  total  cost  by  the  good  units,  the 
cost  of  spoiled  or  lost  units  automatically  is  added  to  the  cost  of  the 
good  units. 

The  adjustment  for  lost  units  is  more  complicated  if  the  loss 
occurs  in  any  process  after  the  first.  Tho  work  received  from  the 
preceding  process  is  not  treated  independently  as  materials.   In  this 
case,  dividing  the  total  cost  of  the  process  divided  by  tho  number  og 
good  units  merely  adds  the  cost  incurred  by  the  given  process  to  the 
good  units.  This  treats  some  cost  of  the  process  as  having  zero  prod- 
uct. But  wjien  units  are  lost  in  any  process  after  the  first,  there  is 
negative  production.   Not  only  is  any  work  done  in  the  process  wasted, 
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but  also  the  good  work  of  all  prccoding  process  is  wasted.  In  this 
case  we  distribute  the  cost  of  lost  units  over  the  remaining  good  units 
but  this  requires  a  special  computationo 

The  number  of  units  lost  times  the  cumulative  unit  cost  of 
the  preceding  processes  gives  the  total  cost  of  negative  production 
to  bo  distributed.  No^  it  must  be  decided  over  which  or  on  how  many 
good  tmits  this  total  is  to  bo  distributed.  This  depends  on  when  the 
loss  occurs.  If  the  loss  is  gradual  throughout  the  process,  then  the 
cost  of  lost  units  should  be  distributed  over  all  good  units  according 
to  the       ;   of  completion.  If  the  loss  occurs  only  upon  inspection 
at  the  end  of  the  process,  then  it  should  be  distributed  only  to  the 
good  units  which  are  transferred  out.  At  any  rate,  when  it  is  decided 
what  number  of  remaining  units  should  carry  the  cost  of  lost  units, 
then  the  total  of  the  preceding  process  cost  of  those  units  id  divided 
by  this  number  of  units.  Each  good  unit  then  receives  a  cost  addition 
much  as  it  receives  an  added  cost  for  labor  or  burden.  In  the  cost 
analysis  sheet  an  additional  lino  for  this  purpose  should  be  provided 
following  the  material,  labor,  and  burden  costs  for  the  month.  The 
incomplete  inventory  remaining  on  hand  may  or  may  not  receive  a  charge 
for  lost  units,  depending  on  the  decision  with  respect  to  when  the 
loss  occurs. 

A  similar  problem  may  arise  when  there  are  gained  units. 
Units  may  bo  gained  by  adding  more  material  like  water  or  other  chemi- 
cals, or  they  may  be  gained  by  redefining  the  unitp  as  from  barrels 
to  gallons,  or  from  kilograms  to  pounds.  The  only  further  comment 
which  need  be  made  hero  is  that  lost  units  and  gained  units  should 
be  accounted  for  separately.  Valuable  information  for  control  purposes 
would  be  lost  if  units  gained  were  used  to  offset  units  lost.  The 
sources  which  cause  these  gains  and  losses  are  not  the  same.  Since 
each  must  be  controlled  separately,  the  gained  and  lost  units  must  be 
accounted  for  separately. 


PART  II 
SQUITTES  ASD  SOnRCES 
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Chapter  19   PARTNERSHIP 

THE  PARTNERSHIP,  A  partnership  is  a  legal  and  not  an  accounting  con- 
copt.  The  accountant's  problem  is  one  of  equity.  Since  the  laws  of 
each  country  which  govern  the  business  association  of''  individuals  may 
differ,  we  cannot  present  partneship  accounting  as  if  it  were  a  separate 
branch  of  the  subject  which  has  developed  margr principles  of  its  own, 
Accounting  for  partnership  assets  offers  little  if  anything  new  .  Wo 
assume  of  course,  an  operating  enterprise  and  not  one  in  liquidation. 

A  partnership  can  be  defined  for  present  purposes  as  an 
association  of  two  or  more  persons  for  the  purpose  of  conducting  a 
business  enterprise  in  joint  operation.  Usually  each  person  contributes 
an  investment  in  property.  The  amounts  of  investment  need  not  be  equal. 
Usually  each  person  also  contributes  personal  services  to  the  manage- 
ment of  the  business.   Each  person  in  the  association  expects  to  share 
in  the  income  of  the  enterprise.   He  also  expects  to  boar  a  share  of 
any  losses. 

A  partnership  is  formed  by  agreement.  The  agreement  must  be 
within  the  laws  of  the  particular  country  in  which  it  operates.  Each 
partner  is  required  by  law  to  act  according  to  his  agreement  under 
contract  law.   Since  most  of  the  relationships  within  a  partnership 
are  the  result  of  agreement  among  the  partners,  it  is  desirable  that 
the  partnership  agreement  be  written.  While  an  oral  agreement  may  be 
just  as  tin  ling  as  a  written  agreement,  the  written  agreement  gives  a 
permanent  record.  The  parties  to  the  agreement  might  forget.   Often 
third  parties  become  involved.  The  estate  of  a  deceased  partner  might 
have  to  be  settled. 

Early  partnerships  were  formed  in  order  to  raise  larger 
funds  for  business  operation.   With  the  increase  of  industrialization 
and  trade,  one  man  often  could  not  accumulate  enough  funds  for 
operating  an  enterprise.  But  several  men  could  pool  their  property 
fdi*  operating  an  enterprise.  Early  partnerships  pften  wore  for  one 
undertaking  only,  such  as  the  voyage  of  a  merchant  vessel.  When  the 
undertaking  was  completed,  the  partnership  was  dissolved  and  remain-  "■•'•,. 
ing  property  was  distributed  to  the  partners.   Soon  it  was  discovered 
that  the  relationship  could  be  more  permanent.  But  in  any  event,  the 
duration  of  the  partnership  was  by  agreement.  Since  the  basis  of  a 
partnership  is  personal,  the  death  or  other  incapacity  of  a  partner 
would  end  the  partnership.  J_   feature 

One  peculiar/of  a  partnership  concerns  mutual  liability  for 
debts.  Since  successftO.  operation  of  the  business  requires  a  pooling 
of  property  and  management,  it  has  long  been  an  accepted  practice 
that  one  partner  could  create  a  debt  for  the  association  which  also 
would  bind  each  of  the  other  partners.  This  is  known  as  pitual  agency » 
It  makes  each  partner  responsible  for  payment  of  the  entire  debts  of 
the  partnership.  In  common  law  there  has  been  no  distinction  between 
the  personal  debts  of  a  man  and  the  debts  of  his  business.  Unless 
the  law  recognizes  a  corporate  organization  with  limited  liability, 
there  is  no  legal  distinction  between  the  debts  of  the  partnership 
and  the  debts  of  the  partners. 
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If  the  law  imposes  unlimitod  liability  for  debts  of  the  part- 
nership on  the  individual  partners,  then  it  is  most  important  that 
each  partner  ascertain  whether  the  legal  requirements  of  a  partnership 
exist.  Usually  this  is  done  by  agreement  together  with  certain  other 
legal  compliance.  Many  states  or  countries  have  laws  which  govern  the 
conduct  of  partnerships.  ...»•.. 

THE  PARTNERSHIP  AGREEMENT,  The  mpre  common  relationships  of  partners 
to  each  other  which  may  be  determined  by  agrcemeht  arc  the  following, 

1.  Beginning  and  end  of  the  partnership, 

2.  Names  of  all  partners. 

3.  Name  of  the  partnership, 
4.,  Nature  of  the  business. 

5.  Investment  of  each  partner. 

6.  Withdrawals  of  property  by  each  partner, 

7,  Division  of  profits. 

8,  Distribution  of  property  upon  ending  the  partnership. 

Of  particular  interest  to  the  accountant  are  (1)  the  invest- 
ments of  the  partners,  (2)  the  withdrawals  of  property,  (3)  the 
division  of  profits,  and  (4)  the  distribution  of  property  at  the  end 
of  the  partnership, 

PARTNERS'  INVESTMENT,  Each  partner  may  contribute  cash  or  other  prop- 
erty to  the  partnership.  Often  the  assets  of  an  existing  business  of 
one  or  more  partner's  arc  contributed.  If  each  partner  contributes 
cash,  the  accounting  is  simple.   There  is  required  only  bookkkeping 
entries  for  the  amount  of .  cash  received  and  a  credit  in  each  partndr's 
investment  account  for  the  amount  of  his  contribution.  The  contribution 
of  each  partner  is  recorded  in  a  credit  account  which  bsars  the  partner's 
namOs 

If  property  other  than  cash  is  invested,  valuation  of  the 
property  is  important.  All  property  of  the  partnership  is  pooled  and 
earnings  are  derived  from  the  common  use  and  sale  of  the  property. 
All  property  is  sold  at  the  end  of  the  partnership.  Any  gains  and 
losses  are  shared  in  an  agreed  profit  and  loss  ratio.  Hence  if  any 
invested  property  is  overvalued  at  the  outset,  the  partner  who  makes 
the  overvalued  contribution  may  gain  later  at  the  expense  of  the  other 
partners.  If  any  invested  is  undervalued,  the  partner  who  makes  the 
undervalued  investment  will  lose  to  the  advantage  of  the  other  partners. 

A  newly  formed  partnership  may  assume  payment  of  certain 
liabilities  of  the  incoming  partners.  In  this  case  the  contribution 
of  the  partner  is  the  value  of  assets  after  deducting  the  liabilities. 
Assume  A  and  B  from  a  partnership.   A  has  been  operating  a  small  busi- 
ness of  his  own  and  agrees  to  contribute  the  property  used  in  this 
businessto  the  use  in  the  new  partnership.  The  partnership  also 
assumes  the  liabilities,  A's  position  statement  when  the  partnership 
ig  formed  on  June  1  is  as  follows: 
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ASSETS 

Cash 0..0 .o..  $  3,000 

Accounts  RocGivablo  $  12 ,000 

Allowance  for  bad  Dobts 800    11,200 

Invontorles o...,...,  15,000 

Equipment $  40,000 

AllowancG  for  Depreciation  22.000  18 „ OOP 

Total  Assets $47,200 


EQUITIES 
Accounts  Payable |12 ,600 

Balance 

A  -  Investment  34 . 600 

Total  Equities  , $47,200 


B  contributes  $20,000  in  cash.  But  it  is  agreed  that  the 
current  worth  to  the  partnership  of  A'  s  assets  is  not  correctly  re- 
flected in  his  position  statement.  It  is  agreed  that  accounts  re- 
ceivable should  not  be  valued  at  more  than  $10,000  because  of  im- 
probable collections.  The  inventories  at  current  market  are  appraised 
at  $18,000.  The  equipment  is  greatly  in  need  of  repair  and  is  appraised 
at  only  $11,600. 

It  must  bo  agreed  whether  a  new  sot  of  books  are  to  be  opened 
or  whether  the  books  of  A  will  be  adjusted  for  the  new  conditions  and 
continued  in  use  by  the  partnership.  If  new  books  are  opened,  then 
journal  entries  for  admission  of  the  two  partners  are  as  follows: 

(1) 
Cash 3,000 

Accounts  Payable .12,000 

Inventories .18,000 

Equipment 40,000 

Accounts  Payable 12 ,600 

Allowance  for  Bad  Dobts ..1...  2,000 

Allowance  for  Depreciation  28,400 

A  -  Investment 30,000 

To  record  the  contribution  of  A  to  the  partnership, 

(2) 

Gash 20,000 

B  -  investment  20,000 

To  record  the  contribution  of  B  in  the 
partnership  of  A  and  B  , 

If  the  old  books  of  A  are  continued       by  the  partnership 
thoy  must  be  closed  in  the  regular  manner  for  the  operating  period 
which  ends  May  31.   Assuming  this  has  been  done,  the  following  further 
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adjustments  should  be  made  s 

(1) 

A  -  IrHsostmont  oo.«oo«o.<,.....,oo<>.o.oi>  1,200 

Allowance  for  Bad  Debts  . . . . » » o .  „  <.  o , ,  <, » o  <.  o « „  =  „ ,  o  o  o  1,200 

To  increase  the  allowance  for  bad  debts  and  value 
not  accounts  receivable  at  $10„000 

(2) 

A  -  Investment  ,  o .  o ..» <.o ...» ..o  o  o„o  o .» ....<,.  o.<.„. »  3,000 
To  revalue  the  inventories  at  $  18,000 

(3) 

A  -  Investment  .o.<,»..<>.o..,oo..o,.«.o.o.  6,^00 

Allowance  for  Depreciation  o..o  o .  o.,  «„o .,»....,  ,o  „  6,4-00 
To  provide  additional  allowance  for  depreciation  and 
value  equipment  at  net  $ll,600o 

U)  • 

B  -  Investment  o«..o..,o..........o..<....,.o...oo<,  20,000 

To  record  the  contributions  of  B  in  the  partnership 
of  A  and  Bo 


It  is  not  necessary  for  any  purchaser  to  record  the  seller's 
cost  on  his  books.   Hence  equipment  may  be  recorded  at  the  buyer's 
purchase  price  of  $11,600  without  allowance  for  depreciation.   For 
some  legal  purposes  such  as  taxation,  however,  the  cost  to  the  former 
partner  may  be  of  use.  Hence  here  we  record  both  the  original  cost  to 
A  and  an  adequate  allowance  for  depreciation.   But  it  is  necessary  to 
record  accounts  receivable  at  gross  value,  because  an  effort  will  bo 
made  to  collect  the  entire  amount.  The  Allowance  for  Bad  ^ebts  is  a 
valuation  account. 

The  student  should  observe  that  it  makes  no  essential  dif- 
ference whether  the  books  of  the  old  partner  are  adjusted  and  con- 
tinued or  whether  a  now  set  of  books  is  opened.  The  result  is  the 
same,   A's  investment  in  the  partnership  is  $30,000  and  B's  investment 
is  $20,000. 

ADMISSION  OF  A  NEW  PARTNER.  A  partnership  involves  close  personal  re- 
lationship and  responsibility.   Each  partner  has  a  direct  voice  ip 
business  policy  and  management.  Each  partner  by  agreement  contributes 
his  special  skill  to  the  enterprise.  It  is  therefore  important  that 
all  partners  agree  on  the  membership  of  the  partnership.  Customarily 
when  a  new  partner  is  admitted  to  ftn  existing  partner ship^f is  formed. 
Also  when  an  old  partner  withdraws,  a  new  partnership  is  formed  by  tho 
remaining  partners  if  the  business  id  to  be  gontinued.   Failure  to 
agree  on  this  ends  the  partnership.    /.  a  new  partnership 
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When  a  now  partner  is  admittodj,  it  is  nocossary  to  tho  fair= 
noss  of  all  partpors  that  Tie  bo  admittod  on  equitable  terms o  Tho  new 
partner's  contributed  investment  must  bear  a  proper  relationship  to 
the  tbtal  investments  Profits  and  5.osses  during  operations  will  be 
divided  according  to  agreement|  and  when  the  partnership  is  dissolved;, 
tho  assets  will  be  distributed  according  to  the  partners'  investment 
ratios  after  all  profits  end  losses  are  computed  and  distributodo 

If  a  new  partner  invests  cash  and  rocGirGS  cro-dit  for  the 
amount  of  cash  invested,  then  it  is  necessary  that  tho  non-cash  assets 
of  the  partnership  be  correctly  valuedo   If  the  assets  are  not  correct- 
ly valued,  then  the  cash  investment  of  tho  new  partner  should  not 
determined  the  credit  which  he  should  receive  in  his  investment  account  o 
The  difference  requires  an  adjustment  to  the  old  partners'  investment 
accountso   The  acontrolling  consideration  is  not  the  correct  valuation 
of  assetsj  it  is  the  equitable  relationship  of  each  partner's  stated 
investment  to  the  others.  Each  partner  should  have  a  proper  fraction 
of  tho  total. 

Let  us  suppose  X  and  Y  are  partners  with  investments  of 
$18,000  and  $12,000  respectively,,  They  share  profits  and  losses  equally » 
They  agree  to  admit  Z  to  the  partnership  with  one  third  interest  if 
he  invests  $  15,000.  This  will  raise  the  total  investment  to  $^5,000, 
Z  accordingly  can  receive  credit  for  his  investment  of  $  15,000„  But 
suppose  the  old  partners  insist  that  the  old  partnership  is  worth  more 
than  $30,000,  say  $^0,000„   If  this  is  agreeable  to  Z,  additional 
asset  values  of  $10,000  must  be  recognized^  The- gain  of  $10,000  for  X 
and  Y  is  divided  equally  according  to  tho  profit  and  loss  ratio.  Tho 
investments  of  X  and  Y  should  show  $23,000  and  $17,000  respectively. 
If  Z  roceivns  one  third  interest,  his  investment  must  be  $18,333, 
Ordinarily  ho  would  be  required  to  pay  $18,333  into  the  partnership. 
But  for  various  reasons  the  old  partners  might  not  want  to  revise  asset 
values  on  the  books.  For  one  third  interest  his  investment  must  be 
$18,333o  The  excess  of  $18,333  over  $15,000  invested  is  an  adjustment 
to  tho  old  partners  in  the  profit  and  loss  ratio,  or  $1,667  each.  Then 
of  the  total  investment  of  $55,000  X  will  have  $21,333,  Y  will  have 
$15,333,  and  Z  will  have  $18,333o   It  is  agreed  to  give  Z  an  interest 
of  $18,333  even  though  ho  contributes  only  $15,000,  because  if  his 
personal  skill  and  contribution  to  the  management  of  the  enterprise. 

Suppose  Z  invests  only  $10,000  for  one  third  interest  in  the 
partnership.  This  assumes  that  the  entire  business  is  worth  $30,000 
after  his  investment.  Clearly  the  old  partnership  is  worth  only  $20,000 
under  these  conditions  and, the  investments  of  X  and  Y  should  be  adjusted 
for  a  loss  of  $10,000  which  will  give  thom  stated  investments  respect- 
ively of  $13,000  and  $7,000,  The  stated  investment  of  Z  then  ®an  be 
$10,000,  which  equals  the  amount  of  cash  which  he  invests. 

Sometimes  the  purpose  of  admitting  a  new  partner  is  not  to 
provide  additional  funds  but  to  enlist  tho  personal  service  of  the  man. 
In  this  case  the  new  partner  will  buy  an  equity  in  the  partnership 
from  tho  old  partners.  This  results  in  a  private  transaction  with 
no  change  in  assets  of  tho  partnership.  There  is  merely  a  transfer 
of  in'v<3stment  from  the  old  partners  to  tho  new  partner.  The  price  paid 
in  this  case  is  not  material  to  tho  amount  of  investment  transferred 
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in  the  accounts.  The  amount  of  invostmont  transferred  is  by  agroomont 
and  might  differ  from  the  price  paid*  This  seems  to  deny  the  princip- 
les of  valuation  of  assets  by  business  transactions.,  This  is  true  in 
the  present  situation,  but  more  important  here  than  correct  valuation 
of  assets  is  the  equitable  relationship  of  each  partner's  stated  in- 
vestment to  that  of  the  othorso  The  stated  investment  of  each  partner 
must  be  the  correct  fraction  of  the  total.  This  is  necessary  because 
of  its  affefit  upon  asset  distribution  when  the  partnership  is  ended. 
For  instance  X  and  Y  have  partners'  investments  of  $18^000 
and  $12,000  respectively.  The  funds  are  sufficient  but  X  and  Y  would 
like  to  enlist  the  managerial  skill  of  Zc  They  sell  him  a  third  in- 
terest on  favorable,  terms  of  $9,000,  each  old  partner  to  contributed 
half.  Consequently  X  and  Y  each  receives  $^,500  in  cash  privately  from 
Z.   Entries  on  the  partnership  books  are  as  follows  s 

(1) 
X,  Investment  ,. ...o..,,,,  5>000 

X  a       XXX  V  OS  ulZlOriO      o«oo«ooooo«ooo»eooooo       Po  L^^w 

iJ         Xli  V  O  S  uiUOnXf  0000000000000000000000400000  ^\J  Q\J\J\J 

To  transfer  from  each  old  partner  1/6  of 
total  investment  to  Z, 

Suppose,  however,  that  the  prospect  of  the  business  are  so  facvorable 
that  z  is  willing  to  pay  $11,000  privately  for  a  third  interest. 
Each  old  partner  will  receive  $5,500  in  cash.  The  entries  on  the 
partnership  books  will  be  exactly  as  before. 

Continuing  the  above  example,  many  business  men  do  not  like 
to  see  their  investments  recorded  as  $10,000  when  actually  they  con- 
tribute $11,000.  They  would  insist  on  a  credit  of  $11,0005  aJ^cl  the 
old  partners  probably  would  agree.  The  simplest  equitable  solution 
in  the  case  is  revaluation  of  the  entire  business  at  $33 » 000.  This 
requires  recognizing  a  gain  of  f'3,000  to  be  distributed  to  the  old 
partners  in  the  profit  and  loss  ratio.  The  entries  may  be? 

(1) 

L1OOQ.WXXX       ooooo»ooaoeooooo*OOOooooeoooo       J  g  \J\J\J 

A.«       J.I1  V  CS  uIuCXl  u       eoetfoBOOoooooocoyooooo    ooooooDoa       JL  a  ^\J\J 
■L  m       X  TxV  G  S  uHlC  XI  u      eeoo«aoo«e«eooo«ooooooooeoooooo      Xn  l^\J\J 

To  readjust  the  total  assets  of  the  old 
partnership. 

(2) 

A  •      Xriv  C  S  uZuClIu      oooooo«oo«oooooeooooooe  Po  VWw 

Xa       XrivCSuIuCriu       oo«»e«oeooo«soooocooeoo  0^  J\J\J 

LA      XXi  V  C  S  uUlUn  u       ooooeooooooDoooooooaooeouooooooooo       ^Jk  a\J\J\} 

To  transfer  I/6  of  total  investment  from 
each  of  X  and  Y  to  Z. 

Goodwill  is  recorded  as  an  asset,  but  it  might  bo  preferable  to  in- 
crease the  value  of  other  existing  assets  by  the  same  amount  instead. 
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In  any  event  the  resulting  balances  of  investment  for  X,  Y,  and  Z  are; 

Y 

Y 

0    O«O9OOI>OO*SOOO00O«OSC0O«OOaO0OOOOA«0O 


Total 


<  e  o  •  o  •  o  •  I 


DISTRIBUTION  OF  EROFITS.  Usually  it  is  not  equitable  to  distribute 
partnership  profits  In  proportion  to  invostment*  Each  partner  is  ex- 
pected to  contribute  some  personal  services  to  the  enterprise o  Any 
deficiency  of  investment  by  one  partner  might  be  compensated  by  more 
valuable  personal  services.  This  is  the  justification  when  profits 
are  divided  equally.   In  the  absence  of  any  agreement  it  is  assiuned 
that  profits  and  losses  should  be  divided  equally.   However,  with 
respect  to  anything  so  imporatnt  as  this,  there  should  bo  an  agree- 
ment among  the  partners.   Profits  may  be  shared  in  any  ratio  desired 
if  agreed  in  advanced. 

By  agreement  the  partners  can  distribute  profits  with  re- 
cognition to  different  investment  contributions  by  different  partners. 
Allowance  can  be  made  for  difference  in  investment  by  allowing  interest 
OJ^ investment.   Interest  on  partner^'  investments  divides  part  of  the 
profits  in  the  ratio  of  investment.  The  remainder  can  bo  divided  on 
any  basis  desired.   If  the  personal  services  of  some  partners  are 
worth  more  than  those  of  others,  then  the  difference  can  be  provided 
for  by  allowing  salaries  to  some  of  the  partners.  After  interest  on 
investment  and  salaries,  the  remaining  balance  may  be  divided  in  any 
agreed  ratio.   This  is  usually  equal. 

PAYMENTS  TO  PARTNERS  ARE  NOT  EXPENSES.   It  rarely  is  correct  that  a 
payment  for  service  contributed  by  a  partner  be  considered  a  business 
expense.  This  treatment  is  not  permissible  because  the  partners  are 
in  a  position  to  determine  jrhe  amount  of  the  payment  by  agreement. 
For  purposes  of  such  agreement  they  are  not  independent  of  the  business. 
This  agreement  would  enable  partners  to  increase  expenses  at  will  with- 
out loss  to  the  individual  partners.  The  income  to  bo  distributed  is 
the  balance  of  revenue  after  deduction  of  all  expenses.  But  if  the 
income  is  effectively  determined,  the  expenses  must  be  confined  to 
transactions  with  outsiders  who  are  in  a  position  to  deal  independent- 
ly with  the  partnership  ,  Accordingly  the  partnership  income  is  deter- 
mined before  any  payments  or  allowances  are  made  to  the  partners. 
Interest  on  investment,  salaries,  and  any  other  distributions  to  part- 
ners are  treated  as  distribution  of  income  and  not  as  expense. 

Partners  often  make  periodic  withdrawals  of  cash  or  other 
assets  from  the  partnership  for  the  purpose  of  household  or  other 
personal  expenses.  These  are  not  expenses  of  the  business.   In  all 
cases  the  withdrawal  decreases  the  investment  of  the  partner  who  makes 
the  withdrawal,  but  this  should  not  be  reported  as «  business  expense 
or  loss.  Usually  the  withdrawal  is  from  the  partner's  share  of  current 
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profits,  but  it  rcducos  the  balance  of  the  partner's  equity  in  the 
business  no  matter  how  the  equity  might  have  originated,  Since  any 
withdrawals  by  partners  decrease  the  funds  available  for  business 
operations  there  should  be  agreement  about  the  amount  and  time  of 
withdrawa] o 

INTEREST  ON  PARTNER'S  INVESTMENT.   If  interest  is  allowed  on  a  partner's 
investment,  what  amount  of  investment  should  be  the  basis  of  interest? 
A  partner's  investment  is  subject  to  changOo  A  partner  may  make  with- 
drawals at  various  times  throughout  a  year,  and  he  may  make  additional 
investments  during  a  year.  The  basis  for  interest  computations  should  be 
a  matter  of  agreement o  The  minimum  balance  during  the  year  might  be  used 
But  it  is  more  equitable  to  use  an  average  investment  for  the  year,  A 
daily  average  is  most  accurate,  but  this  involves  many  computations. 
The  beginning  investment  is  multiplied  by  the  number  of  days  the  in- 
vestment remain  unchanged.  Then  another  similar  conputation  is  made 
for  the  next  period  during  which  the  investment  remains  unchanged,  and 
so  on  throughout  the  year.  The  sum  of  the  results  is  the  equivalent 
of  an  investment  for  one  day.  The  average  investment  for  the  year  is 
obtained  by  dividing  the  equivalent  for  one  day  by  the  number  of  days  in 
the  yearo  A  shorter  but  only  slightly  less  accurate  result  is  obtained 

by.  counting  time  only  to  the  nearest  whole  month  instead 
of  in  days. 

For  example  A  and  B  are  partners  whose  investment  accounts 
change  during  the  year  as  indicated  in  their  investment  accounts  as 
follows  s 


A  Investment 


June  1   1,800  'Jan.  1.   50,000 

Oct,  1    600  'cMarch  1.   2,000 

tHov.  1    3,000 


March  1 
Nov.  1 


B  Investmont_ 
1 
3,000   'Aug,  1 


'Jan„ 

'Aug, 
I 

I 


30,000 
4,000 


Average  Investment  of  A  is  computed  as  follows 
Balance  Months 

Unchanged 

^^\J  f  \J\J\J      oooooooooooooooooooooooe  ^ 

^^  ^  UUw       ttoo*ooooo*ftoo«oea*oooo9*  ^ 

^W  ^  Si\J\J       •ooooooAOOOooeaoooooooott  t^ 

P       ii  OWw      ooooooeoQoo*eooo«*»oo»*o  ^ 


eeoooooooo' 


O«oo«o    ooo    ooi 


ooc»oooo»o 


tto*eooo«oeoooo 


Months 

Equivalent 

$  100,000 

156,000 

200,800 

49,600 

105.200 


Totals 


12 


$  611,600 


The  average  investment  is  $611,600  -  12  =  $50,967 
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Average  Investment  of  B  j  is  coniputed  as  follows: 

Balance  \        Months  Months 

Unchanged  Equivalent 

$30,000 2 $  60,000 

29,000 5   .....; U5,000 

33,000 3   99,000 

30,000  o ,......., o.  2 60,000 


12  $36/^,000 

The  average  investment  is  $36-^,000^-12  =  $30,333  ..  If  interest  of 
5%   a  year  is  allowed.  A  should  receive  $2,54-8,  and  B  should  receive 
$1,517.  '^his  computation  will  distribute  $4,065  of  income  in  the 
ratio  of  average  inrvestmento 

INTEREST  ON  BORROWED  MONEY.  A  partnership  often  borrows  money  from 
one  or  more  partners  or  from  outside  sources  like  a  bank.  The  treat- 
ment of  interest  is  to  be  like  that  of  a  single  proprietor  and  not  like 
that  of  a  corporation. 

In  a  corporation  the  sources  of  invested  ftinds  are  n4t  imder 
control  of  the  operating  management.  Hence  interest  paid  is  reported 
as  a  distribution  of  income  to  investors  and  not  as  an  expense.  But 
partners  are  proprietors;  the^  manage j  they  are  responsible  for  the 
manner  in  which  all  funds  are  provided.  Since  borrowing  as  well  as 
operating  expenses  is  under  control  of  the  partners,  interest  paid 
to  outside  lenders  may  be  treated  as  an  expense. 

In  a  partnership  a  proprietory  view  may  be  taken  of  the 
business  as  a  whole,  ^ence  income  may  be  considered  to  fee  a  sum 
which  can  be  distributed  to  the  partners.  With  the  separation  of  the 
shareholders  of  a  corporation  from  the  management  and  with  the  limited 
rights  of  shareholders,  the  viewpoint  in  a  corppration -may  better  be 
broadly  that  of  all  investors.  Hence  income  is  considered  first  to 
be  a  sum  which  may  be  distributed  to  all  investors,  "^hjs  view  supports 
the  generally  accepted  practice  of  reporting  bond  interest  paid  by  a 
corporation  as  a  distribution  of  income.  But  the  interest  paid  by  a 
partnership  may  be  reported  as  an  expense  if  the  money  is  borrowed  from 
any  outside  lender.  Interest  on  money  borrowed  from  parthers  should 
be  reported  as  a  distribution  of  income. 

PARTNERS'  SALARIES o  Let  us  suppose,  continuing  the  above  exan5)le, 
that  personal  services  of  each  partner  differ.  It  is  agreed  to  allow 
A  salary  of- $500.  a  month  and  B  a  salary  of  $600  a  month.  Yearly 
salaries  are  therefore,  A  $6,000,  and  B  $7,200.  Thus  total  interest 
of  $4,065  and  salaries  of  $13,200  will  distribute  total  income  of 
$17,265.  It  is  agreed  that  any  profit  above  provision  for  interest 
and  salary  is  to  be  divided  equally.  Losses  also  are  to  be  divided 
equally. 

The  first  question  which  one  would  expect  to  be  raised  iss 
What  happens  if  the  profit  to  be  distributed  is  less  than  enough  to 
pay  interest  and  salaries  ?  The  answer  can  be  very  simple.  It  raises 
no  additional  accounting  complications  at  all.  If  interest  and 
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salaries  are  not  earned  by  the  partnership  they  cannot  be  paid  with- 
out depletion  of  the  partnership  investment.  But  all  accounting  coin-= 
putations  remain  the  "^ame  whether  interest  and  salaries  are  earned 
or  not.  ■'^et  us  illu^rate  ,  using  a  variety  of  assuii5)tions  concerning 
profit.  Assume  each  of  the  following  balances  of  net  income  after 
expenses  but  before  interest,  salaries^  or  other  distributions  to  part- 
ners. 

Case  (1),  Net  income  is  $  17,625 

Case  (2).  Net  income  is  20,000   '    '  .  ,  . 

Case  (3).  Net  income  is  10,000       ;.■.■. 

Case  (4-).  Net  income  is  -  0  - 

The  following  computations  are  in  order.  It  is  recommended  that  a 
tabulation  in  form  of  the  following  be  made  : 

Case  (1)  Income  $17,265 
Item  A       B        Total 

Interest  on  Investment $  2,5^^8   $  1,517    $  ^,065 

Salaries 6,000     7,200     13,200 

Balance i....    -0- -0-  -0- 

Total  distribution  $  8,54.8   $  8,717     $17,265 


Each  man  will  receive  his  interest  and  salary  but  nothing  more,  -^he 
Income  Summary  account  is  closed,  $8,54-8  to  A  and  $8,717  to  B  by  the 
following  entries.   - '  • -  -       

Case  (1) 

Income  Summary $  17,265 

A  -  Investment $8,54-8 

B  -  ^vestment o  8,717 

To  credit  each  partner  with  5%   interest  on 

average  investment  and  salaries  at  the  agreed 

rates. 

Case  (2)  Income  $  20,000 

Item                        A  B  Total 

Interest  dn  Investment $  2,54-8  $  1,517  $-!,»065 

Salary 6,000  7,200  13,200 

Balance 1.367  1.368  2.735 

Total  distributed $  9,915  $10,085  $20,000 


In  this  instance  the  Income  Summary  account  is  closed  by  the  following 
entries. 

(1) 

Income  Summary $20,000 

A  -  Investment ^,,^   $  9,915 

B  -  Investment 10,085 

To  credit  each  partner  with  interest,  salary,  and  the 

balance  of  profit. 
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Separate  transactions  in  all  cases  may  be  recorded  for  interest,  salaries 
and  any  balance  of  crofit  if  desired.  This  makes  no  difference  in  the 
restalts,  however,  •'■he  net  or  total  credit  to  each  partner  is  the  same 
in  each  case.  ,  .- 

Case  (3)  Net  Income  $10,000 

Item                    A          B  Total 

Interest  on  Investment $  2,5^4.8     ^1,517  $  4., 065 

Salaries  6,000      7,200  13,200 

Balance  (  3,632)     (3,633)  (7,265) 

Total  distributed $  ii,9l6     $5,08/^      $10,000 


Interest  and  salaries  are  provided  as  before.  But  since  these  have  not 
been  earned  in  full  by  the  partnership,  the;^  cannot  be  paid  without 
reducing  the  partnership  investment.  The  partnership  has  an  income  of 
$10,000,  There  is  no  loss  to  anybody.  It  is  merely  that  interest  and 
salaries  are  not  earned  in  full  as  perhaps  they  should  have  been.  The 
negative  balance  of  $7,265  after  interest  and  salaries  are  provided  is 
divided  equally  according  to  the  profit  and  loss  ratio.  This  must  be 
subtracted  from  the  other  distributions.  The  closing  entries  for  the 
income  summary  may  be  : 

•     Case  (3) 

Income  Summary  ...,,, ,..*,,,,,,,,,,, $10,000 

A  -  InvQstmeBt     ^, $  ^,916 

B  -  Westment  •,••,,.,,,,..,.,,,,,.,., 5,08^. 

To  distribute  income  according  to  interest,  salaries, 

and  the  negative  balance. 

Again  three  transactions  may  ^  entered  separately  for  interest, 
salaries,  and  the  negative  balance  if  desired  but  nothing  is  accom- 
plished by  this  detail.  The  entries  are  supported  by  the  above 
tab\ilation  whiwh  oalcTilates  the  interest,  salaries,  and  any  remaining 
balance. 

Case  (4.)  -  No  income 
Item  A         B       Total 

Interest  on  Investment ,,,.  $  2,54-8     I  1,517    $  4-,065 

Salaries 6,000       7,200    13,200 

Balance ..,...,  (  8.632)     (  8.633)   (17„265) 

Total  distribution (    84)    $    84.     =  0  - 


In  this  instance  there  must  be  a  transfer  of  $84.  from  A  to  B,  If 
closing  entries  are  made  in  detail  they  are  as  follows s 

•.:■      Case  (4)     (a)      .,.,    ■.,,. 

Licome  Summary  ,,,,••,•••«.. ^^...it**!*.************  4', 065 

A  -  Investment  ,..,,,,.*.,^^.,«.^.. ••  2,548 

B  -  divestment  .,,,,.,.,••«•..,'.,,» ♦•••  1,517 

To  allow  interest  on  partners  investment. 
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Caso   U)       (b) 
Incomo  Stunmary  .o..oo«.,.o.ooo<,o<.».o<.ooo.ooo.o   $  15 > 200 

A     ^      Hlv  C-S  wlllCn  Ti       oo9*«oooooooo    oo«c    oooooooooooooo^ooooo*       OpOWv 
1j     <— >      XXi  V  C  S  uIIlO  li  U       ••oeaoo«»ooeooooooooooocooocoooeooooo«        'f'^  WU 

To  allow  partner's  salaries. 

(c) 

it     "      xIl'VGS  wHlGIlX*      o    Oooo»oos»ooe    •oooooo    ooooooooooeoV      OpO_P^ 
XXXVCS  wInOnXi       ooooeoooooooooooo«oo»ooooo**ooco  ^51^^^ 

XnCOmC      OlUuIIIlax  y      e*ottooooo«ooooeoaoo«oooooooooooooo«o       Y     •A.r^XOP 

To  close  the  negative  balance  after  interest  and  salaries  equally  to 
the  partners. 

PARTNER'S  DRAWING  ACCOUNTS.   Wo  have  so  far  used  only  one  account  for 
each  partner  in  the  interest  of  simplicity.  This  emphasizes  the  more 
fundamental  relationships.  The  use  of  one  or  more  supplementary  ae- 
counts  for  each  partner  in  no  way  changes  the  equity  or  distribution 
to  each  partner.  The  use  of  a  supplementary  drawing  account,  often 
called  a  current  account  is  desirable.  This  account  can  protUde  a 
useful  distinction  between  the  conributed  investment  of  each  partner  and 
his  share  of  partnership  income  retained.  Thus  the  partners  investment 
accounts  as  above  remain  unchanged  each  year  except  as  the  partner  con- 
tributes additional  investment  from  outside  sources  or  withdraws   some 
of  his  investment  pemianently.  Current  changes  in  each  partner's  in- 
vestment for  interest,  salary,  other  income,  losses  and  temporary 
withdrawals  are  reflected  in  the  current  account. 

The  current  account  is  credited  for  interest,  salary,  and 
other  distributions  of  income.   It  is  debited  for  losses  and  for  tem- 
porary witdrawals.   Withdrawals  may  be  expected  to  be  matched  by 
credits  for  current  income  distributed.  The  partner  might  be  expected 
to  maintaine  a  zero  balance  in  his  current  account  over  the  long  run. 
This  is  what  is  expected  if  he  uses  his  partnership  earnings  for  his 
household  living  expenses. 

It  is  objectionable  to  close  a  partners'  current  account  to 
his  permanent  investment  account  each  year  when  the  ledger  is  closed. 
This  practice  loses  more  information  than  it  provides.  The  distinction 
between  retained  earnings  or  deficit  and  contributed  investment  is  lost. 
The  belief  that  the  two  must  be  consolidated  in  one  account  in  the  ledger 
is  a  superficial  view.  Both  ifeems  may  be  combined  for  purposes  of  the 
statement  of  financial  position  if  desired  witjiout  consolidation  in  the 
lodger.   Or  thoy  may  be  itemized  separately  on  the  sjsatement  of  financial 
position. 

When  partners  are  allowed  salaries,  it  might  be  desirable  to 
pay  the  salaries  who the*  earned  or  not.   Thus  in  the  present  example 
A  can  witjidraw  $500  monthly  and  B  can  withdraw  $600  monthly,   A  salary 
account  may  bo  opened  with  each  partner.  Each  month  when  the  salaries 
are  paid,  each  salary  account  is  debited  and  cash  is  credited.  At  the 
end  of  the  year  the  salary  accounts  are  closed  by  debits  to  the  partner's 
current  accounts.   This  treats  the  salaries  like  the  withdrawal  of  pro- 
fits which  of  course  it  is.   It  is  hoped  that  a  credit  in  income  summarjr 
at  the  end  of  the  year  id-ll  be  sufficient  to  offset  all  amounts  with- 
drawn.  If  a  partner  does  not  receive  sufficient  credit  at  the  end  of 
the  year  after  income  distribution  for  interest,  salary, 
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etc.  he  will  have  a  debit  balance  In  his  cmrent  account ,  T^^g  Iq   j^ 
effect  a  withdrawal  of  part  of  his  contributed  investment.  The  current 
account  serves  the  useful  purpose  then  of  reporting  deficiencies  in 
investment, 

DISSOLUTION  OF  A  PARTNERSHIP.  A  partnership  may  be  dissolved  by- 
agreement  or  by  operation  of  the  law.  When  death  or  other  incapacity 
of  one  partner  causes  his  withdrawal,  the  partnership  is  dissolved 
unless  provision  for  its  continuation  has  been  made  in  advance. 

Dissolution  requires  that  all  property  owned  by  the  partner- 
ship be  sold,  and  the  partnership  liabilities  paid.  All  gains  and 
losses  from  sales  of  the  assets  are  distributed  to  the  partners  in 
the  profit  and  loss  ratio.  Any  balances  of  partner's  investments, 
after  all  possible  losses  are  provided  for,  are  returned  to  the  partners, 
This  distribution  presumably  is  paid  in  cash,  since  all  partnership 
property  is  sold  for  cash. 

The  forced  sale  and  dismemberment  of  a  business  might  result 
in  unusual  losses.  In  order  to  prevent  this,  sometimes  provision  is 
made  in  advance  for  the  disposal  of  some  or  all  of  the  assets,  ^erhapis 
one  or  more  of  the  partners  has  agreed  to  buy  some  or  all  of  the  assets. 
Or  there  might  be  an  agreement  of  the  remaining  partners  to  continue 
as  a  new  partnership  and  to  pay  for  the  retiring  partner's  interest. 
By  agreement  a  new  partner  may  be  admitted. 

Assume  the  assets  are  to  be  sold  and  distributed.  First 
the  books  must  be  closed  in  the  regular  manner  as  done  each  year  and 
the  operating  income  or  loss  distributed.  This  might  be  for  part  of 
a  year  and  not  for  an  entire  year.  After  the  ledger  is  closed,  only 
assets  liabilities,  and  partner's  investments  remain  on  the  books. 
The  statement  of  financial  position  for  example  might  appear  as  follows, 

D  -  E  and  F 
Statement  of  Financial  Position 
August  15  "  I9A 
Assets 

Cash $  10,000 

Accounts  Receivable  $12,000 

Allowance  for  Bad  Debts  2.100  9,600 

Inventories ..,,  14,,000 

Equipment  $20,000 

Allowance  for  Depreciition  7^000     13.000 

Total  Assets  ,0......  $  46,600 


Equities  . 

Accounts  Payable ...1,,,. $  15,000 

D  -  Investment i $  5,000 

E  -  Investment 16,000 

F  "   Investment  10.600   __J1a.'22Q_ 

Total  Equities  „  $  46,600 
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Accounts  Receivable  are  assigned  to  a  collecting  agency  and 
$8,000  Is  reeelxed  in  fiill  settlement.   he  inventories  are  sold  for 
cash  $15,000,  ■'•he  equipment  is  sold  for  $6,000  cash.  The  following 
entries  are  required, 

(1) 

Allowance  for  Bad  Debts  ,.o.  2,^00 

Loss  on  Accounts  Receivable  ., ,o  1,600 

Gash  o... 1 ,,,,,,  8,000 

Accounts  eceivable  ................o  12,000 

To  record  assignment  of  accounts  receivableo 

(2) 
Cash  , , , ,  „ o , .  o . , , .  ol5 ,000 

Profit  on  sale  of  Inventories  .o.oo.oooooo.o..,.,   1,000 
To  record  Sale  of  the  Inventories. 

(3) 

Cash  ...,,..... l...,.....,...6,000 

Allowance  for  Depreciation  .o.,, »..7,000 

Loss  on  Sale  of  Equipment , „..7,000 

To  record  sale  of  equipment. 

U) 

Profit  on  Sale  of  Inventories  ..,.,.....  1,000 

Loss  on  Partnership  Liquidation  o,.o.o.,.7,600 

Loss  on  Accounts  Receivable  ......,,,,.....,..  1,600 

Loss  on  Sale  of  Equipnent  .,.......,.o,.„,,,.o  7,000 

To  transfer  gains  and  losses  on  liquidation  of 

partnership  to  a  summary  account. 

The  net  loss  on  liquidation  of  $7,600  is  distributed  in  the 
profit  and  loss  ratio,  which  is  assumed  here  to  be  equal.  Entries  to 
distribute  this  loss  are  as  follows? 

D  -  Investment  « oo»oo  2,533 

Sii     ■"  -Ln  V  ©  S  Olnen  w  •«oooo*ooo«»oooaooo  'Co  J  ^i^ 

F  -  Investment  ..,.,...., ,,„  2,533 

Loss  on  Partnership  Liquidation  ... ......  7,600 

To  distribute  liquidation  loss  eqtially  to 
the  partners o 

At  this  point  the  statement  of  financial  position  of  the 
partnership  is  as  follows: 
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Assets 


Cash 


Total 


$  39,000 


$  39,000 


Equities 


Account  Payable 
D  -  Investment 
E  -  Investment 
F  =  Investment 

Total 


$15,000 

2,467 

13,466 

8,067 

$39,000 


Next  the  liabilities  must  be  paid,  which  requires  only  entries  to 
write  off  accounts  payable  and  to  pay  the  correct  amount  of  cash 
to  each  creditor.  Summary  entries  are  s 

(6) 
Accounts  Payable  . . .  o . . « . . .  o . . « ..  oo  o » » <■ »  15,000 

To  pay  all  liabilities „ 

The  rolhaining  cash  of  $24,000  is  paid  to  the  partners  and  their  in- 
vestment accounts  are  written  off  by  the  following  entries. 

(7) 
D  -  Investment  ...<,.o.. ...... ..  =  ,.00.00.0  2 ,4.67 

E  -  Investment  .... .... ........ o.. ...... . 13 ,466 

F  -  Investment  ........o.. 8,067 

To  distribute  the  balance  o£  cash  to  the  partners  in 
partners  in  their  investment  ratios. 

No  payments  may  be  made  to  partners  before  full  provision  is  made 
for  paying  all  creditors.  Until  all  assets  arc  sold  for  cash  the 
possibility  of  further  losses  on  sale  of  assets  must  be  taken  into 
account.   If  such        losses  should  consume  more  than  the  entire 


investment  of  the  partner? 


they  are  required  to  pay  the  creditors 


from  other  sources.  One  partner  mignt  have  to  make  an  additional 
contribution  to  the  partnership  to  prevent  creditor's  losses. 

A  complication  arises  if  the  partnership  is  liquidated  in 
instalments  over  a  considerable  period  of  time.   Part  of  a  partner's 
investment  might  be  returned  before  final  liquidation.   If  a  partner's 
investment  account  is  reduced  too  much,  the  balance  might  not  be 
sufficient  to  bear  his  share  of  losses  which  later  might  arise.   It 
would  be  difficult  to  ask  a  partner  for  a  return  of  investment  after 
paying  him  in  partial  liquidation.  The  proper  treatment  is  to  pre- 
pare a  liquidation  schedule  each  time  a  distribution  is  made.   It  is 
assumed  each  time  that  the  liquidation  might  be  the  lest.  All  remaining 
property  accordingly  is  treated  as  if  it  were  lost  to  the  partners  in 

the  profit  and  loss  ratio.  This  will  demonstrate  i.'^ 
the  investment  of  each  partner  is  sufficient  to  bear  all  possible 
future  losses.   If  so,  any  remaining  balance  of  his  investment  may  be 
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distributed  safely. 

PARTNERS'  LOANS.   A  partner  might  make  a  loan  to  the  partnership  much 
as  he  would  to  any  other  borrower.  He  may  receive  interest  on  the 
loan  which  can  be  charged  as  expense  before  determining  the  remain- 
ing net  income  to  be  distributed.   Just  as  if  one  partner  earns  in- 
terest or  salary  and  the  others  do  not,  the  test  of  independent  bar- 
gaining may  be  sufficiently  met.   In  such  cases  interest  and  salaries 
both  may  be  treated  as  expense,  that  is,  in  cases  where  some  partners 
do  not  receive  interest  or  salary.  The  partner's  loan  as  a  liability 
however,  is  subordinate  to  the  claims  of  other  creditors.  Upon 
liquidation  of  a  partnership  all  liabilities  to  outside  creditors  must 
be  paid  or  provided  for  before  the  partner's  loan  can  be  paid. 

Partners '  loans  are  payable  to  the  partners  before  any  re- 
turn of  other  investment  of  the  partners.  This,  However,  turns  out 
to  be  an  abortive  technicality  •   When  a  partnership  is  about  to  be 
dissolved  and  all  investment  contributions  of  the  partners  are  to  be 
returned,  it  is  just  as  well  to  close  partner's  loan  accounts  into 
their  investment  accounts.   If  the  investment  account  is  not  suf- 
ficient to  bear  the  partner's  losses,  the  loan  would  have  to  be  drawn 
upon  for  any  deficiency  of  investment.  The  procedTiro  is  simplified 
therefore,  if  partners'  loans  arc  closed  early  into  their  investment 
accounts.   No  case  can  bo  found  in  which  carrying  the  loon  separately 
for  prior  distribution  will  make  any  difference  in  the  amount  which 
a  partner  should  receive. 

If  upon  liquidation  one  partner  has  a  negative,  or  debit, 
balance  in  his  investment,  he  should  contribute  this  additional 
amount  to  the  partnership.   If  he  does  not, the  remaining  partners  will 
bear  more  tha^their  share  of  the  losses.   If  the  partner  with  a 
deficiency  cannot  make  this  contribution,  then,  the  remaining  partners 
must  bear  his  deficit  in  the  remaining  profit  and  loss  ratio. 


Chapter  20   THE  CORPORATION 

THE  BUSIHESS  CORPORATION.  A  corporation  is  a  creatioa  of  the  law  of 
a  statoo  It  recognizes  an  association  of  individiials  as  an  entity 
separate  frcsi  its  owners «  A  corporation  has  many  of  the  same  le^O. 
rights  as  does  a  natural  person.  The  law  grants  certain  rights  and 
pririleges  tp  a  corporation  for  the  purpose  of  carrying  on  certain  prod- 
uctive or  other  sictivitieso  There  are  many  kinds  of  corporations  for 
many  purposes.  AH  of  them  have  financial  aotivitieso  ^ut  we  are 
concerned  here  primarily  with  the  corporation  which  owns  properties 
and  produces  a  good  or  seirvice  for  sale  in  the  marketo 

The  pTirpose  of  a  corporation  and  its  pcfcsr  to  act  ia  a  certain 
way  nre  stated  in  the  legal  charter  granted  by  the  state.  The  charter 
together  with  statutory  laws  of  the  country  govern  and  limit  the  activi- 
ties of  the  corporation.  The  legal  separation  of  a  corporation  trom 
its  owners  gives  certain  limitations  and  certain  advantages  in  business 
operatiouo  The  corporation  permits  maay  Investors  to  pool  their  resources 
and  to  operate  as  a  'jnit  on  a  larger  scale  than  woiild  be  possible  for 
an  individual  owner  or  a  partnershipo  But  the  investors  in  a  corporation 
have  no  direct  voice  in  managemento  They  do  not  act  as  agents  of  the 
corporation. 

One  of  the  more  important  features  of  a  corporation  is  limited 
liability  of  the  investors.  The  investor  is  liable  oaly  for  the  loss 
of  his  agreed  investment.  The  corporation  owjis  the  business  assets 
and  owes  the  liabilities.  Only  the  corporatioa  can  be  required  to  pay 
the  liabilities.  If  the  corporate  assets  are  not  scuff icient  to  pay 
the  liabilities,  then  the  creditors  must  lose.  Relief  of  the  Investor 
from  losses  beyond  his  investment  is  an  added  induceKent  for  an  investor 
to  invest.  It  also  makes  it  importaxit  for  the  investor  to  know  the 
finamcisil  condition  of  the  companyo 

One  special  problem  in  accounting  for  a  corporation  is  ia 
the  sources  from  which  operating  assets  are  deruved.  The  sources  of 
assets  are  often  called  equities.  The  nature  of  these  go'orces  as 
equities  sometimes  is  not  clear,  but  in  all  cases  they  are  sources  of 
the  assets  with  which  the  corporation  operates;. 

A  corporation  tisually  is  called  a  company.  Any  association 
of  persons  with  limited  liability  of  the  mautjers  aiight  operatas  like 
a  corporation,  but  the  relationship  is  a  matter  of  law  in  the  country 
which  gives  the  company  the  ri^t  to  operate.  The  assets  of  a  corpora- 
tion, or  a  company  with  limited  liability  of  its  members,  are  raised 
principally  by  issuing  shares.  These  shares  are  referred  to  as  share 
capitalj  or  capital  stock.  There  may  be  more  than  one  kind  of  share 
in  the  same  company,  that  is,  not  all  shai'es  hav»  the  same  ri^ts  for 
the  owner. 

SHAREHOLDERS  RIGHTS.  A  share  of  corporation  stock  gives  the  shareholder 
certain  rights.  A  share  is  a  contract  betvreen  the  compaiiy  and  the  sheure- 
holder.  It  gives  the  shareholder  and  the  compsBy  thos?e  rights  amd 
privileges  which  are  stated  in  the  contract.  These  rights  may  be 
further  supplemented  or  limited  by  the  statutory  laws  of  the  state. 
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The  ri^ts  and  obligations  of  shareholders  axB   few  but 
important*  The  first  obligation  o^  shareholder  is  to  pay  into  the  /a. 
company  the  amount  of  cash  or  other  property  which  the  share  requires 
and  to  which  the  shareholder  agrees©  A  shareholder  has  a  right  to 
sell  his  shares  to  any  buyer  without  consultation  with  the  eoiEpanyo 
He  can  receive  the  price  agreed  upon  with  the  buyer  regardless  of  the 
amount  which  was  originally  contributed  to  the  companyo  The  new 
purchaser  receives  the  same  rights  which  the  seller  had.  Shares  of 
corpcjiation  stock  are  among  the  easiest  of  all  properties  to  sell« 
There  need  be  only  a  transfer  of  ownership  fr^om  the  seller  to  the 
biQrer  in  the  records  of  the  coipany.  There  can  be  a  highly  ©rgaalzed 
market  for  the  shares  and  public  information  may  be  available  about 
the  activities  of  the  company, 

A  shareholder  has  the  right  to  a  share  of  the  i:3.some  of  the 
company  if  the  income  is  distributed*  The  right  to  distribute  income 
is  in  the  hands  of  Z  company's  board  of  directors o  Each  shareholder  /the 
receives  a  share  of  income  distributed  in  proportion  to  the  number  of 
shares  which  he  owns.  This  usually  is  received  in  cash,  although 
sometimes  it  is  received  in  other  assets  or  in  the  receipt  of  more 
share So 

A  shareholder  has  the  first  right  to  purchase  more  shares 
by  investment  in  the  company  if  more  shares  are  offered  for  new 
investnsnto  This  is  an  important  right,  since  the  new  assets  invested 
axe   pooled  with  the  oldo  This  right  prevents  new  shareholders  from 
gaining  an  advantage  by  pooling  their  investment  with  the  othsr  assets 
which  might  be  undervalued  in  the  accounts, 

A  shareholder  has  the  right  to  vote  on  certain  corporation 
policies.  The  corporation  is  not  managed  by  the  shareholderso  It 
is  managed  by  officers  employed  by  the  company.  The  sharehoMer  can 
vote  for  the  members  of  a  boscrd  of  directors.  The  board  of  directors 
appoints  officers  such  as  a  president  ,  a  secretary,  and  a  treasarer« 
These  men  are  directly  or  indirectly  responsible  for  all  other  employees 
of  the  company.  Thus  every  manager  as  well  as  other  workers  is  an 
employee  of  the  company. 

A  shareholder  has  the  right  to  vote  on  changes  in  the  financial 
structure  of  the  company,  such  as  for  providing  more  funds  by  the  issue 
of  more  shares.  He  has  the  right  to  vote  for  possible  changes  in  the 
corporation  charter. 

There  may  be  other  specific  rights  given  to  a  shaur-eholder  by 
the  charter  or  the  statutory  laws  of  the  state.  But  those  named  here 
have  the  greatest  usage, 

CLASSES  OF  SHARES o  Not  all  corporation  shares  have  the  same  ri^itfe* 
There  are  different  classes  of  shares.  For-  instance  some  shares  Iiav«a 
first  ri^ts  to  the  distribution  of  income  up  to  a  certain  amonnt. 
After  this  amount  is  paid  to  one  class  of  shares,  then  any  further 
distribution  is  made  to  the  next  class  in  order,  and  so  ouo  S^am© 
shares  have  first  ri^t  to  the  distribution  of  assets  upm.  liquldatiosa» 
Some  shares  do  not  have  the  right  to  vote.  Sometimes  the  right  to  vote 
is  lost  if  there  is  given  a  first  right  to  share  in  the  distribution 
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of  income.  Soaetlmes  the  right  to  rote  is  contingent  on  failure  to 
distribute  a  given  amount  of  income.  While  all  shares  of  a  corporation 
are  assumed  in  law  to  have  the  same  rights,  any  nianber  of  classes  of 
shares  may  be  created  which  give  special  rights  to  one  class  of  shareso 
Sometimes  shares  with  first  rights  to  receive  a  stated  amouat  of  isGome 
to  be  distributed  each  year  lose  this  rigb.t  if  no  income  is  distributed 
in  that  year.  At  other  times  the  right  aesumiijlates  each  year  mitil  earn- 
ings are  distributed  in  the  stated  amount  for£years»  Since  there  is  so 
little  uniformity  in  the  rights  which  any  parti'solar  class  of  share  mi^t 
have,  it  is  necessary  that  each  shareholder  in-?TBStigate  the  right:3 
which  his  shares  contain.  Shareholders  oaaaot  require  that  income  to 
be  distributed.  This  decision  is  in  the  hands  of  the  board  of  direct ore. 
The  directors '  decision  depends  first  on  whether  inc^ne  has  been  earned 
by  the  company,  and  second  on  how  much  the  company  needs  to  retain  the 
earned  income  to  finance  future  operatioms  or  to  pay  debit.     , 

^all 

SPECIAL  RECORDS  OF  CORPORATIONS.  A  corporation  needs  certain  records 
not  required  by  partnerships  or  iadiridually  owned  enterpriseg.  Firetp 
there  is  a  copy  of  the  corporation  chartsr.  There  wist  be  a  mia'ate  book 
for  the  record  of  decisions  made  at  meetings  of  the  shareholders  and 
one  for  meetings  of  the  board  of  directors.  Sometimes  these  records 
give  authority  for  accounting  entrieSo  There  m-ost  be  a  record  of  th© 
subscriptions  to  the  shares  of  the  company  by  each  prospectbye  sha-?«~ 
holder.  There  must  be  a  shareholders  *  reeoi'd  book  for  thes  aomber  of 
shares  issued  to  each  shareholder.  If  a  shareholder  sells  his  shaa?eSp 
this  record  must  show  the  transfer  of  shares  from  the  seller  to  the 
buyer.  This  record  must  be  in  number  of  shares  and  not  aecsssariiy  la 
moaetsury  amounts. 

SHAREHOLDERS  RECORDS.  There  mast  be  strict  control  o^v  the  n'aabsr  of 
shares  issued,  since  the  number  if  shares  issued  aust  be  confined  to 
the  legal  authority  to  issue  the  shares.  The  total  aiithorized  shares 
must  be  accounted  for  as  well  as  the  total  shares  isstied.  The  share- 
holders' record  is  usually  in  the  form  of  a  subsidiary  ledger.  This 
record  is  necessary  not  only  to  safeguard  control  over  the  number  of 
shares  issued;  it  is  the  authority  for  distributing  the  correct  amount 
of  dividends  to  each  shareholder.  Also  it  serves  to  aathorize  the 
numbers  of  votes  of  each  shsLreholder.  Ordinarily  a  shareholder  has  as 
many  votes  as  the  number  of  shares  which  he  owns. 

A  very  small  corporation  which  has  few  shareiiclders  may  haf« 
an  investment  account  in  the  general  ledger  with  each  shareholder  much 
as  is  the  case  with  investments  by  partners.  But  cc»;rporations  often 
hape  so  many  shareholders  that  the  general  ledger  susaaixats   for  share-= 
holders  are  confined  to  a  single  controlling  account  for  each  class  of 
shares.  In  the  very  large  corporationsy  which  may  be  isubjected  to  great- 
er governmental  control  than  the  smaller  ones,  the  subsidiary  record  of 
individual  shai'eholders  often  is  kept  by  an  indepeadeiit  agent.  Ba-aks 
and  tru^ often  act  as  transfer  agents  for  thss©  corporatioage  Tho 
registrar  for  the  shares,  who  is  responsible  for  the  offielal  list  of 
shareholders,  also  may  be  a  separate  trust  companyo  Th3,s  relatioarshlp 
has  developed  from  the  necessity  to  guard  against  fraudulent  alterations 
/companies 
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of  the  records  of  shares. 

The  stock  certificate  book  fills  aa  important  fmustione 
Each  time  a  shareholder  receives  shares  he  is  issued  a  certificate  which 
states  his  number  of  shares  and  describes  his  rights.  Whenever  the 
owner  sells  any  of  his  shares,  he  Must  surrendsr  his  cerfcificate  to 
the  transfer  agent  for  caneellation.  A  iistw  cerfeifiaatsa  Is  issraed  to 
the  new  owners  The  certificate  is  important  evidence  of  ownership. 
If  lost,  the  owner  does  not  lose  hie  rights?  but  he  might  find  it 
difficult  to  prove  loss  of  the  old  certificate  and  tc  receive  a  new 
certificate o 

SHARES  AS  SOURCES  OF  FUNDS.  The  most  important  acco-ant:Lng  problems 
peculiar  to  a  corporation  is  in  the  sources  of  its  assetso  Corporations 
are  formed  largely  because  this  kind  of  organizatis-ju  laakes  it  possible 
to  appeal  to  a  very  large  njaber  of  small  investor^..  Etendreds  and 
thousands  of  investors  may  contribute  retj  small  amounts  to  the 
corporation  and  receive  La  return  the  rights  of  shareholdej's.  The  ac- 
counting entries  for  the  formation  of  a  corporation  are  essentially 
to  debit  the  assets  receired  aiid  to  credit  the  slads  of  shares   issued 
as  a  source  of  these  assets. 

Each  shareholder  may  be  said  to  have  an  eqxdty  in  tJae  corpora- 
tion equal  to  the  amount  of  Ms  investment.  But  no  shai,"©holder  can 
withdraw  this  eqiiity.  The  sha^reholder  only  can  persuade  another  to 
talq^place  by  selling  his  shares.  "Hie  corporation  itself  owns  the^his 
assets?  the  shareholdei's  do  not  own  them  either  Individually  or  collect- 
ively. The  shareholders  may  t-e  said  to  ovm  the  corporabioa.  But  the 
creation  of  the  sepai'ate  corporate  entity  removes  the  shareholders  at 
least  one  step  from  ownership  of  the  assets.  The  income  of  the  entes*- 
price  accrues  to  the  corporation,  not  to  the  shareholders.  The  share 
holders  have  no  rights  to  share  the  Income  until  so  declared  by  the 
board  of  directors.  It  is  therefore  somewhat  unsatisfactory  tc  refer 
to  the  retained  eeimings  of  a  corporation  as  a  shareholders'  equity. 
At  best  the  retained  earnings  is  a  contingent  equity,  as  in  fact  may 
be  the  case  also  with  his  original  investment.  The  shareholder  surreK- 
ders  control  over  his  investment  when  he  exchanges  his  assets  for  shares 
of  corporation  stock.  The  ri^ts  which  he  receives  in  return  are 
different  from  the  rights  whiah  he  had  in  the  contributed  property. 
The  individual  shareholders  do  not  control  the  affairs  of  the  corpora- 
tion, and  even  collective  control  is  limited  and  indirect.  Policies 
are  determined  by  a  selected  gi*oup  of  top  managers.  They  manage  with 
the  consent  of  the  shareholders.  In  many  Instances  it  is  difficult  for 
the  shareholders  to  organize  for  effective  action  if  they  are  not  satis- 
fied with  thia  management, 

ACCOUNTING  FOR  SOURCES  OF  ASSETS,  The  simplest  model  of  accounting 
entries  for  investment  in  a  corporation  occurs  when  all  authorized  shares 
are  sold  immediately  for  cash.  Then  we  have  entides  as  fellows 

(1) 

Capital  Stock  ..o,....., 100,000 

To  record  the  issue  of  shares  for  cash  $  100,000, 
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The  authorized  ntmber  of  shares  limits  the  number  which  can 
be  issued  legally*  This  is  sufficiently  important  that  usually  it  is 
required  to  be  reporteu  in  the  statement  of  financial  position.  A 
more  elaborate  accounting  than  the  above  however  may  be  usedo  This 
makes  a  good  eatercise  for  the  stiident  to  follow  even  if  it  is  not 
always  used  in  practice.  The  student  should  see  that  the  following 
entries  are  the  equivalent  of  those  above # 

(1) 

IMssued  Capital  Stock-Par  .o« 100,000 

Authorized  Capital  StoWc-Par...««»o»<.«oo<.o<.ooo  1005,000 
To  record  the  shares  authorized  in  the  corporate 
^,   ohaxteTm 

(2) 

Cash 0....0.. .<,....  100,000 

Ihissued  Capital  Stock— Par  o««oa»**»a*eao«eoao 
To  record  the  issue  of  shares  for  cash  $  l60,000. 


lOOpOOO 


According  to  the  first  method  above,  the  statement  of 
financial  position  is: 

Assets  Equities 

Cash $  100, 000 'Capital  Stock-Par  o.oo«..«3$  100,000 


It  is  assumed  that  in  this  statement  a  note  in  paranthesis  will  state 
that  all  authorized  shares  have  been  issued,  Accoi*ding  to  the  second 
method  the  statement  of  financial  position  shows  no  assets  or  equities 
after  the  first  entries  are  made  for  the  authorized  and  unissued  shares© 
This  transaction  is  nominal  only.  Tissued  capital  stock  is  not  an 
asset  and  authorized  capital  stock  is  not  an  equity  in  any  case©  The 
financial  position  after  issue  of  the  shares  according  to  the  second 
method  ist 


Assets 
Gash  ..•••••• $  100,000 


Equp-tje^ 

Authorized  Capital  Stock  .,.  #100,000 

Less: Unissued  Capital  Stock.  -0- 

Issued  Capital  Stock-Par.. «.  $100,000 

Total , $100,000 


^       I&ider  the  second  method  there  is  no  single  account  in  the 
ledger  for  the  shares  issued.  The  number  of  shares  issued  is  computed 


247  - 


each  time  reqtiired.  The  authorized  capital  stock  remains  a  fixed  amount 
until  a  different  authorization  is  approved  hy  law.  From  this  authoriza- 
tion is  deducted,  in  the  financial  report,  the  tmissoed  capital  stock 
on  hand.  The  debit  balance  of  unissued  shares  is  credited  and  therefore 
is  reduced  as  the  shares  are  issued. 

PAR  VALUE  OF  SHARES.  There  are  many  ways  to  value  shares  of  capital 
stock.  Which  is  to  be  used  depends  on  the  purpose  of  its  use.  At  the 
outset  the  most  important  value  of  capital  stock  is  par*  Par  is  a 
nominal  or  stated  value  on  the  face  of  the  shares.  It  has  legal  signi- 
ficance. The  legal  authorization  of  shares  usually  requires  that  the 
shares  have  a  stated  value.  The  legal  stated  value,  or  par'p  is  the 
amount  which  is  required  by  law  to  be  invested  in  the  company  for  the 
issue  of  the  share.  It  might  not  be  legal  to  sell  the  share  for  less 
than  par,  but  if  sold  for  less  than  par,  then  the  difference  may  have 
to  be  contributed  later  by  the  shareholder  for  benefit  of  the  company's 
creditors.  This  cotild  happen  if  the  company  should  operate  with  losses© 

This  nominal,  or  par,  value  does  not  determine  the  earning 
power  of  the  company  nor  the  market  value  of  the  shares  after  they  are 
first  issued  by  the  company.  Ifewise  investors  sometimes  have  been 
deceived  into  thinking  possibly  this  was  so.  As  a  resiiltc,  the  laws  of 
some  states  may  permit  the  issue  of  shares  without  par  value.  This, 
it  is  said,  might  encourage  the  investor  to  examine  the  true  nature  of 
his  investment.  No-par  value  shares,  however,  have  not  become  as  popu- 
lar as  might  have  been  siipposed.  Par  value  does  or  can  serve  a  useful 
purposeo  It  can  represent  the  original  sum  invested  in  the  ccaapaiqr. 
Later  earnings  and  losses  are  siccounted  for  separately.  This  permits 
a  useful  distinction  between  the  contributed  funds  of  the  company  and 
retained  earnings.  Hnfortunatelyj,  however,  business  practice  has  not 
always  made  this  distinction.  The  laws  often  do  not  require  that  the 
original  contributed  investment  be  reported  distinct  from  other  accotints. 
In  practice  the  credit  for  the  source  of  funds  often  is  recorded  in 
more  than  one  account  ,  and  this  obscures  the  usefulness  of  pax  and 
the  original  contributed  investment. 

BOOK  VALUE  OF  SHARES,  kt   the  beginning  of  a  corporation,  the  book 
value  of  shares  is  equal  to  the  value  of  the  assets  contributed  to  the 
company.  This  may  be  greater  or  less  than  the  par  or  legal  value  of 
the  shares.  For  a  beginning  corporation  which  has  no  assets,  the  invest- 
ment should  be  par.  This  reports  the  contributed  investment,  and  there 
is  no  good  reason  for  its  being  otherwise.  But  for  an  old  company  which 
has  old  properties  and  also  uncertain  operating  conditions,  possibly  addi= 
tional  shares  cannot  be  sold  at  par.  Old  and  new  assets  are  pooled  for 
a  caramon  purpose.  If  the  prospects  are  good,  new  investors  might  be 
vrilling  to  invest  more  than  par  for  a  share.  Any  amount  above  pa3'  must 
be  credited  in  a  separate  account.  This  may  be  called  Premium  on  Stock© 
It  may  have  other  simileur  titles,  but  in  any  event  its  status  is  a 
contribution  of  funds  in  excess  of  par  or  stated  value  of  the  shares. 
One  of  the  general  legal  reqioirements  in  accounting  is  that  if  shares 
have  a  par  value,  this  value  must  be  so  reported.  If  the  shares  are 
issued  for  less  than  par,  the  par  value  must  be  recorded  as  before,  and 
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the  discount  nnist  be  reported  as  a  separate  item.  The  discotint  is 
i^corded  as  a  debit  in  a  special  acootmt  which  may  be  called 
Discount  on  Stock.  The  discount  might  have  to  be  paid  later  by  the 
shareholders,  but  a  shareholder  cannot  vdthdraw  any  ajaount  contributed 
5Ln  excess  of  psur. 

The  premium  or  discount  on  each  class  of  shares  should  be 
stated  separately.  Initially  the  book  value  of  the  shares  equals  par 
or  stated  value  plus  any  premium  or  less  any  discount  applicable  to  the 
particular  class  of  shares <>  After  a  period  of  operating  activityj 
the  company  might  earn  an  income  or  incur  loss.  Any  income  netai^ied 
should  be  reported  separately.  The  best  title  for  this  account  which 
is  now  approved  by  professional  accountants,  is  Retained  Earnings. 
This  can  bo^important  source  of  funds.  Retained  earnings  also  is  part 
of  the  book  value  of  the  shares.  It  might  be  diffic^alt  sometimes^ 
however,  to  assign  portions  of  the  retained  earnings  to  different  clas-" 
ses  of  shares,  but  nevertheless  it  must  be  reported  as  a  source  of 
funds »     /an 

^he  accumulated  losses  of  a  company  are  called  deficit. 
The  Deficit  account  is  the  opposite  of  Retained  Earnings.  If  the 
Retained  Earnings  account  has  a  debit  balance,  thisn  it  is  a  deficit. 
This  deficit  should  be  reported  in  the  financial  position  statement 
as  a  deduction  from  the  book  value  of  the  shares  otherwise  computed. 
The  title  Deficit  should  be  used  for  emphasis. 

ISSUE  OF  SHARES  FOR  PROPERTY.  When  shaa,'8g  of  corporation  stock  are 
issued  for  property  other  than  cash,  there  is  sometimes  a  difficult 
problem  of  valuation.  Par  value  of  the  shares  cannot  be  accepted  as 
a  measvire  of  the  economic  value  of  the  properby  because  the  par 
value  is  assigned  to  shares  arbitrarily.  Often  the  property  is  valued 
at  the  par  value  of  the  shares.  If  this  is  aceeptedj,  as  often  it  is 
legally,  the  shares  are  considered  fully  paid  for  when  issued. 
There  is  thus  legally  no  premitxm  or  discount  on  the  shares  and  share- 
holders later  cannot  be  assessed  for  deficiency. 

For  the  most  part  corporations  are  foimed  by  taking  o-rer 
the  property  of  an  existing  enterprise  and  Issuing  shares  in  the 
new  corporation  to  the  owners.  It  is  in  the  best  interest  of  the 
owners  to  have  the  shares  ftilly  paid  for  legally.  Howeverp  valuation 
of  property  according  to  the  par  value  of  the  shai*es  gives  no 
reliable  check  on  overvaluation  of  the  property.  Chrorvaluation  of 
the  property  is  imjust  to  later  shareholders  whc  have  a  right  to 
assume  that  cash  or  equivalerit  value  was  Invested  for  the  par  amount 
of  the  original  shares. 

Sometimes  the  judgment  of  an  independent  appraiser  is  the 
best  basis  of  valuing  the  property.  If  the  property  has  been  exchanged 
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recently  for  ceish,  this  gives  some  indication  of  possible  ctirrent 
value.  The  cost  to  any  recent  purchaser  may  be  helpful. 

Assmne  an  existing  partnership  is  incorporatedo  The  financial 
position  of  the  partnership  is  as  follows s 

Assets  Eq-qities 


O8.S1I  •oo«*«*o»««ee** 

Accounts  Receivable 
Inventories  a*»*e«o« 

Buildings-Net  ...••. 
Equipment-Net  ...o.o 


$  15, CX30 'Accounts  Payable  0....0.00.  $  25,000 

10,000'Ao  Investment  ..••.<> 30,000 

12,000'B.  Investment «.<,«.<.  30,000 

10,000'Co  Investment o.......  52,000 

50,000' 
20,000' 


.t 


$117,000'  $117,000 


:t 


It  is  agreed  that  there  should  be  an  allowance  for  uncollect- 
ible accounts  receivable  of  $1,000,  Inventories  are  worth  $13,000, 
and  land  $10,000.  The  building  had  an  original  cost  of  $100,000  and 
is  appraised  now  at  market,  $60,000,  The  equipment  is  appraised  at 
$25,000.  It  cost  originally  $60,000  many  years  ago. 

It  is  agreed  to  capitalize  the  corporation  for  $105,000  by 
the  issue  of  1,050  shares  of  par  value  $100  each.  Each  partner  is 
to  receive  350  shares  after  C  withdraws  $2,000  in  cash,  AH  remaining 
assets  are  transferred  to  the  corporation.  The  corporation  assumes 
the  liabilities. 

To  liquidate  the  partnership  the  following  entries  are 
required, 

(1) 

Liquidation  Adjustment  .....o... 1,000 

Allowance  for  Bad  Debts  ,.,..o .......... ...  1,000 

To  evaluate  accounts  receivable. 

(2) 
Inventories  .«.  1, 000 

Liquidation  adjustment  ..,..,,. «...  1, 000 

To  evalxiate  inventories. 

(5) 

Allov^ance  for  Depreciation  Building  ...o ,10, 000 

Liqtiidation  Adjustment  ...,,o,,ee,e,ooee,.. 10, 000 
To  evaluate  building. 

(4) 

Allowance  for  Depreciation  Equipment  .•••  5,000 

Liquidation  Adjustment  ...eeco.,,,,, ,.,...  5,000 
To  evaluate  eqiiipment. 
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(5) 

Valxiatlon  Adlustmant  ..•«<>.«oo..o»oo.»  15,000 

iio  xZlVG  3*0X0.6X1  V  o*ooo«««o«o»oeo»«o«eeoi»oo»tto  Of  UUU 
Co     ^HV©  S  wIRGllT;     •••eo«e««o«aooooe««o«»e«aoao  O^  UUU 

w  o      XZl  v6  S  uulOP^     eoo«doeeo«o«*oao*«ooooooeo**  Op  ^JLaJ 

To  transfer  liquidation  adjustment  to  partner 
in  profit  and  loss  ratio  which  is  eqtialo 

(6) 

O  •      .1JIV6  S  wQISIX'G     •»««eooaoeo»oe9*«oeo*oa*         ^p  L/Ow 

v>&3ll     <»*«o«o«o**o*oeo«oo*«*ooo*o**ooo«ee««*         tiy  \J\J\J 

To  return  $2,000  of  G«s  investment » 

(7) 

Shares  ABC  Corporation  ,<.oeoo«,o9».o»e.l05,000 

Accounts  Payable  .<.o.e.oo.ooo..o 25,000 

Allowance  for  Depreciation  Building  »»  40,000 
Allowance  for  Depreciation  Elquipment.,  15,000 
Allowance  for  Bad  Debts  e<,eae.e.oaae>».  1,000 

Accounts  Receivable  .<>.«»«»a«9e«<>«««o«.ooo  10,000 

XHV€n  vOPi6^  •ooooooooa*««ooe*seoooo«o«oeo«  -^^p  UUU 
•uSmCl  eoeAoo9OO0oeoeoo«*»*ooeo«oo»o»e«ooo«o  -L-^y  UUo 
•LJiXi-XClXIl^  oeoooooooooo»ooooo»9aooooooooooo  o  J.OU^  UUU 
ilit^UXpIl^BIl  u     eoo*ooeooeee«eo«o«e0oeo9oeoeoooo     4  Up  UUU 

To  transfer  all  assets  to  the  ABC  Corporation 
at  adjusted  book  values,  to  transfer  liabilities 
assumed  by  the  corporation,  and  to  record  receipt 
of  1,050  shares  of  stock  in  eswhangeo 

(8) 

A*  XnVO  StflilOIl  <fi     o«oe<»o*oo«o«oeoaa«*eo«oo*     OO  p  O'JQ 

iJ0  Xll'V3S'0ni6n  U       0000**0«o*0000*00»0000«0*       ^Vp  UUU 

U  •  JL0,V6  S  wOlOZl  w     •e**eeo*ao«ooaaoooooaooeo     OO  p  UUU 

Shares  ABC  Corporation  «.o..«.oooo«o.o«.o»105,000 
To  liquidate  the  investments  of  A,  B,  and  C 
in  exchange  for  shares  of  ABC  Corporation 
stock  -  350  shares  per  $100  to  each  partner* 

Assume  the  corporation  uses  a  new  set  of  books  consisting 
of  various  journals  and  a  ledger©  OMinarily  th©  original  cost  of 
assets  to  a  seller  are  not  recorded  on  the  books  of  a  bujjBro  In  an 
example  like  the  present,  howe-v^r,  the  original  cost  of  the  building 
and  equipment  to  the  purchaser  might  be  of  some  interest  latero  It 
serves  as  a  rough  check  on  the  present  valuationo  If  the  present 
transaction  were  for  cash  at  independent  bargaining,  there  would  be 
no  such  question  raised.  The  cash  price  to  the  purchaser  woxzld 
determine  the  present  values  We  will  however  record  the  b-jilding 
and  equipment  at  original  cost  to  the  selloi'o  An  allowance  for 
depreciation  will  be  provided  to  give  the  agreed  net  value. 
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Accordingly,  in  general  joTimal  form,  the  opening  entries  for  the 
corporation  are  as  follows. 

(1) 

Accounts  Receivable  <>.. «.•<>. oo<>»  10,000 

j-nvenuorie s  oooo«oeo»o***oooaii>3«o«99e  xo, uuu 

-DUlXuingS     9o»sse9»s*(>«9a«*a*aa»*«9<«  sxOGy  000 
EqXlipiaent     •es«*»90»»e«e»ee«oe»so9Soe9     40;,  000 

.ACCOUnuS    -TayaoXB     9oo«o«9e99*o«99e999oeooo*     cO,  UOU 

Allowance  for  Bad  Debts  O9o.9«.9..oo9eo9o»  1,000 
Allowance  for  Depreciation  Bailding  .99990  40,000 
Allowance  for  Depreciation  Equipment  .09..  15,000 

t/apXtaJL      StOCK      09a».e«0e»999990999»9099909  sXOS,  UwO 

To  recoi*d  receipt  of  pajrbnershJp  assets, 
assumption  of  liabilities  and  issue  of  1,050  shares 
of  stock  par  tlOO  in  full  payment. 

A  subsidiary  record  is  assumed  to  record  the  issue  of  105 
shares,  par  fiOO  each,  to  each  of  the  three  partners  who  are  the 
incorporations  of  the  new  company.  The  authorized  shares  of  par 
$105,000  have  not  been  recorded  in  accoxint  form.  This  is  not  necessary, 
although  a  record  of  this  information  should  be  available. 

TREASURY  SHARES.  Often  a  corporation  holds  on  hand  some  of  its  own 
shares.  These  shares  might  never  have  been  issued.  Or  they  might 
have  been  issued  and  returned  by  purchase  or  by  gift.  Such  shares 
on  hand  often  are  called  treasury  shares  because  they  are  held  in  the 
company's  treasury9  A  distinction  should  be  made  between  shares  which 
have  never  been  issued  and  shares  which  have  been  issued,  returned, 
and  not  reissued.  For  shares  which  have  never  been  issued,  the 
discount  rule  might  apply.  Such  shares  sometimes  are  not  legally  sale- 
able at  a  discount.  Or  if  sold  at  a  discount,  any  owner  of  the  shares 
later  might  be  reqiiired  to  pay  the  amount  of  the  discount  into  the 
company.  But  once  a  share  is  fully  paid  for  at  par,  then  later  it 
may  be  reissued  at  any  price  agreed  upon  between  the  company  and  the 
investor  without  a  discount  liability. 

At  the  outset  it  should  help  to  clarify  the  present  problem 
if  we  adopt  the  use  of  some  accurate  terminology.  It  is  misleading 
to  say  that  a  company  sells  its  shares  to  an  investor.  It  is  possibly 
even  more  misleading  to  say  that  later  the  company  buys  its  own  shares. 
In  accoTinting  saQ.es  are  associated  with  revenue.  The  source  of  funds 
from  the  "sale"  of  shares  in  no  manner  is  a  source  of  revenue.  The 
shareholder  contributes  property  to  the  corporation  in  return  for 
the  shsLres.  From  the  shareholder's  viewpoint  he  invests.  If  he 
"sells"  his  shares  back  to  the  company,  he  disinvests.  When  the  company 
makes  an  ordinary  purchase  it  acquires  an  asset  at  a  cost.  If  a 
company  "purchases"  its  own  shares  it  is  not  purchasing  anything  at 
a  cost.  This  simple  verbal  confusion  may  be  responsible  for  a  great 
deal  of  controversy.  It  was  accepted  accounting  practice  for  a  long 
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time  to  record  treasury  shares  "purchased"  as  thongh  they  were  assets 
for  which  a  cost  was  incttrred.  They  could  be  r®-soldp  it  vras  axgmdo 
They  could  be  converted  easily  into  cash»  This  view  is  no  longer 
accepted  by  the  accounting  profession  generally,  Hcwe'S'er  a  careful 
choice  of  words  should  lead  to  better  'onderstanding  th©  transaetioas 
which  follow.  Let  us  say  that  when  a  shareholder  contributes  funds 
to  a  company  that  he  in-?Bsts»  When  he  returns  the  shares  to  the  company 
in  exchange  for  cash  or  other  assetSj,  he  disinvests.  This  can  b® 
demonstrated  simply  by  the  use  of  jooKial  entries  for  the  traxisacfcioas. 

Assume  one  shareholder  contributes  $lf.35,000  to  a  ssmpany  in 
exchange  for  1,000  shares  of  par  value  $100  each.  This  is  a  source  of 
funds  for  the  corporation  of  |l05,000«,  For  the  shareholder  it  is  an 
investment  of  $105j,000o  The  transaction  is  recorded  oh  the  books  t^£ 
the  corporation  ass 

(1) 

Capital  stock— Far  eaeooao>e.o.o.«.oe8(ie*«o  100; 000 

Premium  on  Stock  «ai>«o»ooo«*«oaoo«ao>««<>os   5^000 
To  record  receipt  of  $150,000  for  an  issue  of  1,000 
shares  par  $100, 

For  legal  considerations  the  par  is  credited  in  a  capital  stock  account. 
The  investment  in  excess  of  par  is  credited  as  a  i¥emiuiB  on  Stock 
account.  There  is  no  serious  objection  to  the  use  of  this  title,  althou^ 
the  following  title  is  more  descriptive s  Contributed  Funds  in  Excess  of 
Par,  This  title  adds  clarify  to  the  situation  ,  but  its  length  may 
be  objectionable. 

The  company  now  may  reacquire  some  of  these  shares  at  auy 
price  which  is  agreed  upon  with  the  shareholdero  Let  us  s-Qppose  the 
COTipany  reacquires  half  of  the  shares  at  a  price  of  $106o  This  is 
viewed  as  a  return  of  the  shareholder's  investment  of  $105  plus  $1 
dividend.  The  dividend  is  a  charge  to  the  retained  earnings  of  the 
company.  It  would  not  be  legal  ordinarily  for  the  company  to  rattarn 
any  money  to  the  shareholder  xmless  it  had  a  sufficient  balance  of 
Retained  Estmings  for  the  entire  amount  returned.  But  assuming  this 
is  the  case  here,  the  entries  for  reacquiring  the  shares  ares 

(1) 
Treasury  Shares-Par  oo,, 50,000 

Ibremium    on    Stock    o,,,ee,aao.,.easseeae       2,500 

Retained  Earnings  .a,«,«e«oao..e«ooa«o    500 

Cash  ..,,., , ....o.«..a»...eo  53,000 

To  acquire  500  shares  of  company's  shares  at  $106, 

This  explanation  might  look  as  if  one  shareholder  recei-^ies  a  dividend 
when  the  other  shareholders  do  not.  This  indeed  is  the  case.  But  this 
shareholder  is  retiring  from  the  company.  He  has  acquire  in  the  past 
a  contingent  equity  for  a  share  in  the  Retained  Earnings.  After  his 
retirement  the  remaining  shareholders  can  participate  fully  in  all 
the  Retained  Earnings.  By  agreement  the  retiring  shareholder  receives 
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$1  per  share  as  coapensatlone  la  fact  this  price  ml^t  be  too  lowo 
Perhaps  the  Retained  Earnings  is  sore  than  $1  per  sharee  The  agreenentp 
however,     is  assimed  to  be  eqtd table. 

Next  let  us  suppose  the  price  is  only  $102 o  Then  the  entries 
should  be  as  follows: 

(1) 

Treasury  Shares— Par  ..a.e«ea««»e«eo«9ooo»*  50,000 
Preoiun  on  Stock  •••s«a«».<>*><>*oo««o»»»se*     1, 000 

Cash .....o.e  5I9OOO 

To  acquire  500  shares  at  $102. 

Here  the  shareholder's  investment  is  returned,  but  not  all  of  it. 
The  shareholder  may  be  so  eager  to  withdraw  from  the  company  that  he 
is  willing  to  take  a  loss  on  his  investment  of  $3  a  share.  The  balance 
of  the  premium  contributed,  which  is  $3  a  share,  is  retained  by  the 
company.  In  general  it  will  work  to  the  benefit  of  the  remaining  share- 
holders. But  it  is  not  to  be  reported  as  profit  or  income  either  to 
the  company  or  to  the  remaining  shareholders.  It  is  a  source  of  funds 
which  have  been  contributed  by  shaireholders  and  it  remains  sOo  The 

shareholder  who  made  the  contribution  no  longer  has  an  equity  in  the 
company.  It  would  be  difficult  to  assign  this  eqtdty  to  anybody. 
The  best  recommendation  is  that  it  remain  on  the  books  indefinitely  ^^s 
a  source  of  contributed  ftmds. 

Now  assume  that  the  outlook  for  the  company  improves  and  that 
it  becomes  possible  to  re-issue  the  500  shares  reacquired  for  $102  at 
a  price  of  *107.  Entries  should  be  as  follows: 

(1) 

Cash o... ....<...  53,500 

I^mium  on  Treasury  Shares  .........eo......  3,500 

treasury  snares  o.ee....oooe.e.o.o.e..oe.a«o  ou^ uuu 

To  issue  500  treasury  shares  at  $107. 

It  might  be  argued,  since  the  shares  were  acquired  at  $102  and  reissued 
at  $107  that  a  profit  of  $5  a  share  is  made  on  the  transactions. 
This  is  not  the  case.  By  analogy  if  a  borrower  repays  a  loan  of 
$1, 000  in  cash,         a.,;..;  \,  ,.■•]. 

and  then  borrows  again  $1,005,  he  does  not  make  a  profit  of  $5. 
The  analogy  applies  here  strictly.  The  treasury  shares  are  not  assets 
to  be  sold.  They  are  subtractions  from  the  original  sourceis  of  funds 
invested.  The  position  statement  should  report  as  follows  after  the 
shares  are  acquired  as  $102. 

Capital  Stock-Par ...........<>......  $100, 000 

Less:  Treasury  Share-Par  .6.. «««.....»««. .   50,000 

—  $50,000 

XT6DO.UEI    on.    OuOClC    ••e«o»o«a90*oeoooo9oooo      oo«oa«oeoo  4p  UUU 

Total  con'trlbuted  Funds  o*e**ooeooooo*0ooo«4o«oeoo9  $54n000 
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After  reissue  of  the  shsures  at  $107,  the  pcsition  statement  shofold 
report: 

Capital    Stock— Par     >oeaa«eoo*eo**as«oooso»s     tflOCj  000 
PreiBiTM    on    Stock     aeoeesaaa«ooo90a»«saae»ae  4p  000 

Premixim  on  Treastrry  Shares  oo...o3».oo»o»»    3,500 
Total  Contributed  Ponds  .a<>o...oae.a..o...  #107,500 


There  is  no  objection  to  combining  the  two  premlTaa  accounts.  They  both 
represent  sources  of  inveested  fandiS  ;ln  m^ioh  the  same  V8,j,  and  may  bs 
so  stated  under  this  title. 

A  question  may  be  raised  whether  the  debit  for  par  of  treasury 
shai-es  acqtdred  cculd  not  be  made  directly  in  the  Capital  Stock  acQOiant. 
This  is  correct  in  principle,  but  because  of  certain  legal  requirements 
a  separate  accounting  is  preferable.  The  net  reisults  iii  T-alue  taras 
are  the  same.  Sometimes  treasury  shares  are  ceaTied  as  a  debit  at 
"cost  "«  Sut  there  is  no  cost.  There  is  only  a  return  of  some  invest- 
ment to  the  shareholder. 

The  nature  of  treasury  shares  may  be  clarified  by  further 
use  of  an  analogyo  If  money  is  borrowed,  the  asset  cash  is  recei^'jBdp 
A  liability  in  the  form  of  a  note  payable  is  recorded.  If  the  loan 
is  repaid,  the  cancelled  note  is  returned  to  the  borrower.  The 
cancelled  note  is  not  an  asset.  The  note  payable  was  not  purchaisedo 
The  STjm  repaid  can  be  borrowed  again  on  the  sti"(a:igtli  of  th©  old  cancslled 
note  which  indicates  good  credit  standing.  The  oxd  note  is  cansellad 
and  any  further  borroxd.ng  is  done  by  the  issue  of  a  new  note.  This  is 
Squally  true  with  the  issue  of  shares.  The  old  csrtificate  must  be 
cancelled  and  a  new  certificate  issued  in  its  placa. 

Sometimes  a  distinction  is  made  between  shares  whi.sh  ara 
kept  alive  in  the  treasury  and  shares  which  are  legally  caricelledo 
That  is,  there  is  a  distinction  made  between  those  shares  which  can 
be  reissued  with  new  certificates  and  those  which  cannot  be  reissued. 
This  does  not  require  a  different  interpretation.  This  involves  only 
the  question  of  obtaining  legal  authority  for  the  iscsue  of  shares. 
This  right  cannot  create  or  destroy  an  asset  in  the  amount  invested. 
Until  there  are  new  funds  received  for  the  issue  of  treasury  shares, 
the  shares  are  not  funds  nor  are  they  the  soiirce  of  funds,, 

DONATED  SHARES,  Sometimes  shareholders  donate  shares  to  the  company. 
That  is,  the  company  receives  treasury  shares  withotit  the  payment  of 
cash  or  other  assets.  If  every  shareholder  donated  the  same  fraction 
of  his  total  shares  as  the  other  shareholders,  nothing  wo-old  be  lost 

or  geiined  either  by  the  company  or  by  the  Shareholders.  Asaume  tha 
shares  were  fully  paid  when  first  issued.  The  treapury  shares  now  are 
to  be  deducted  from  the  capital  stock  which  has  been  issued.  Since  no 
assets  are  paid  out,  there  must  be  a  corresponding  credit  to  a  new 
accotmt  which  states  the  invested  funds  derived  from  the  original  issue 
of  the  shares.  This  is  sometimes  called  Donated  Surplus.  Of  coui'sa 


255  - 


it  is  not  donated o  The  amount  was  contributed  in  exchange  for  par 
value  of  shares  originally„  Now  that  this  source  is  not  represented 
by  shares  outstanding,  it  must  be  stated  as  a  separate  items. 

For  example,  one  hundred  shso^es  are  issued  to  each  of  one 
hundred  shareholders  for  cash  at  pax  $100.  The  entries  are; 

(1) 

WaSXl      o«eoeoooo«d9oocioooooooono«o«««o«o      Xg  UUU^  wUU 

OSipX  v^X     O^OCiC     ooo9«««a9o<>      o(k«oao<»«oooooo*«oe      X^  UvJU^  vJUU 

Issue  of  lOjOOO  shares  at  par  $100. 

Let  us  suppose  next  that  by  agreement  each  shareholder  donates  back  to 
the  company  one  half  of  his  shares.  Entries  ares 

(2) 

Treasury  Shares-Fsur  .oe.o.o..o.«o. ......  500,000 

Donated  Surplus  ,,,.«o.osao.ooa.e.o.*oeeoooa  500, 000 
To  record  5,000  shares  donated  to  the 
company  by  the  shareholders. 

The  only  thing  accomplished  is  the  receipt  by  the  company  of  5,000 
shares  which  it  legally  can  issue  again  as  a  source  of  more  funds. 
The  donation  here  has  not  changed  the  total  value  of  shares  outstanding. 
There  are  now  half  as  many  shares  outstanding,  but  the  value  of  each 
is  double.  No  shareholder  has  lost  or  gained  any  rights.  A  share- 
holder gains  or  losses  on  a  donation  of  shares  to  the  company  ortlj  if 
his  donation  is  not  in  the  same  ratio  to  his  total  shares  as  are  the 
donations  of  the  other  shareholders  to  their  total  shares. 
Before  the  donation  the  position  statement  is$ 

Assets  Equities 

Cash  ,.o.ooco.„..oo  $1, 000, OOO'Capltal  Stock  .........  $1,000,000 


After  the  donation  the  position  statement  is: 

Assets  Egtatjet 

Cash  ..,,,,„co  =  ».<,<,  $1,0005, 000 'Capital  Stock  0.00.0.  $1,000,000 

'Less  Treasury  Shares     500,000 

>  .—-__.___$  500,000 

'Donated  Surplus  .............o..   500,000 

$1,000,000'  $1,000,000 

-»  — —     — 

In  both  cases  the  total  book  value  of  shares  is  $1,000,000.  Before  the 
donation  this  was  assignable  to  10,000  shares,  or  $100  per  share. 
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After  the  donation  the  total  of  {ijOOOyOOO  is  assignable  to  5,000 
shares  or  $200  per  share » 

The  title  Donated  Sxirplus  might  be  objectionable,  but  it  has 
enjoyed  long  usage.  The  item  may  be  described  better  as  the  "Excess 
of  invested  funds  over  the  par  value  of  shares  outstanding". 

Equity  among  shareholder^,that  if  the  donated  treasury  shares 
are  reissued,  that  they  be  reissued  for  -^pOO  per  share  and  not  $100, 
This  would  not  change  the  book  valye  pei  share.  The  entries  should  be: 

/requires  /2^\ 

v&Sxl     oooooe»ooeooe9aoooo*oeeeeoeoooe      Xg  UvJUn  V-/wW 

w8.pX  wAX.     DuOCK     oeooooeeoooeeooeeaeeoooeooae     O'/Uq  OUU 

Surplus  from  freasury  Shares  o..oo»»j,e.oo.  500,000 
The  new  position  statemetit  wiU  bes 

Assets  •  Equities 

Cash  .o.e...o..oo..  $2,0005,000  'Capital  Stock-Par  .coo.  $1,000,000 

'Donated  Surplus  ....coo,,    500,000 
'Surplus  fif 038  Treasury  Shares  500,000 


$2,000,000  '«  $2,p0005  000 


The  two  "surpluses "may  be  combined  and   better  be  given  a  more  descriptive 
title  such  as  "Contributions  of  Funds  in  Excess  of  Par  of  Capital  Stock" « 

Sometimes  shares  are  donated  to  the  company  by  a  large  share^ 
holder  in  consideration  of  the  shares  having  been  issued  originally  for 
overvalued  property.  For  example  1,000  shares  of  par  $100  are  issued 
for  propertyo  If  the  property  is  valued  by  the  board  of  directors 
officially  at  $1,000,000,  then  the  shares  are  legally  paid  for  in  full, 
and  they  cannot  t)e  assessed  for  a  discount  latero  Resdizing  this, 
the  shareholder  agrees  from  the  beginning  to  donate  back  to  the  company 
one  fourth  of  the  shares.  This  is  an  admission  that  the  property  is 
worth  only  $75,000,  Entries  for  the  original  issue  ares 

(1) 

A roper wy  .osooooooo,,,.,,..,,,...,,..  x* A/, uvu 

Capital  Stock .ae,a.,..aeo.o,  1, 000, 000 

To  record  issue  of  1,000  shares  par 

$100  for  property  fully  paid  at  $100<,000.  ; 

The  donation  may  be  recorded  ass 

(2) 
Treasury  Share-Par  «••.,.,.,,......,.  25,000 

Donated  Surplus  oo..,.«,oe.o<>a«.o,.ooooo.  25,000 
To  reocrd  receipt  of  250  shares  donated. 
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These  entries  do  not  reaore  the  overvaluation  froa  the  books.  Acttiaily 
there  is  an  effective  discotmt  of  $25,000  on  the  issue  of  the  shareso 
Nothing  of  real  value  was  contributed  to  the  company  in  the  aaount  of 
one  fourth  of  the  total  of  #100,000  recorded  in  the  accounts o  The 
value  of  the  property  should  be  reduced  to  $75,000  and  an  implicit 
discount  on  the  shares  of  $25,000  should  be  recorded  in  order  that  the 
shares  be  stated  at  par.  Entries  after  (2)  above  should  b«iS 

(3) 

Treasury  Shares~Par  aa«*0e.aoao..ooa«oo  25,000, 

Donated  Surplus  ao.*ooeopeee>««o<(oao.oooooA  25,000 
To  record  250  donated  shares. 

(4) 
Donated  Surplus ..............ooa  25,000 

ii  OpO  i  u  jr   ofte*ft«o«o«eee«e«o«oo*«ood»aoo»oa«   2w  p  000 

To  record  the  implicit  discount  on  shares. 
The  position  statement  after  all  adjustments  should  be  as  follows: 


Assets 
Property  .,.,o $  75,000 


$  75,000 


Equities 
Capital  Stock  .oo.oo»  $100^000 
Less: Treasury  Shares    25,000 

— «»1.,^  75,000 
Donated  Surplus      $  25,000 
Discount  on  Stock      25,000    -0- 


75,000 


The  Donated  Surplus  and  the  implicit  discount  on  shares  are  offsets 
with  no  net  effect  on  contributed  funds.  They  have  arisen  out  of  what 
is  essentially  a  single  transaction.  They  might  well  be  cancelled  in 
the  ledger  by  closing  one  into  the  other  or  offsetting  the  Donated 
Surplus  recorded  in  transactions  (2)  and  (4), 

INDIRECT  VALUATION  OF  SHARES.  How  can  it  be  known  that  the  appraisal 
of  the  above  property  at  $75,000  is  reliable?  Normally  only  the  results 
of  the  particular  transactions  of  a  company  are  used  for  recording 
values.  Occasionally  indirect  evidence  must  be  relied  up®n.  Suppos* 
in  the  preceding  example  that  a  total  of  10,000  shares  ar©  issued^ 
Nine  thousand  shares  are  for  cash  at  par  and  1,000  are  for  property 
appraised  at  $75,000,  and  the  shareholder  immediately  donates  250  t© 
the  company.  The  totsil  effective  assets  contributed  are  $9753  000j,  which 
equals  the  par  of  the  9,750  shares  outstanding.  If  a  substantial  nxmber 
of  this  class  of  shares  sell  for  cash  in  a  well  organized  market  at 
about  the  same  time,  the  market  price  of  the  shares  may  be  used  as  a 
basis  for  valuation  of  the  entire  enterprise. 

For  example  if  at  about  the  same  time  as  the  above  transactions, 
somo  shareholders  sell  shares  for  $110,  then  every  share  may  be  presumed 
to  have  this  value.  The  market  value  of  the  shares  may  be  different 
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from  the  proper  book  value;  but  if  the  book  value  of  some  assets  is 
in  doubt,  then  the  cash  for  some  shares  exchanged  in  the  market  may 
give  a  satisfactory  clue  for  recording  all  shares.  The  book  value  of 
the  property  can  be  derived  from  that.  For  instance  100,000  shares 
are  issued  for  properties  of  unknown  value.  Par  value  of  the  shares 
is  #100  each,  which  of  course  is  not  relevant.  But  let  us  say  that 
in  an  active  market  within  a  reasonable  time  that  25,000  shares  are 
exchanged  for  an  average  price  of  $75  per  share.  This  would  imply  a 
valuation  of  100,000  x  $   75,000  =  |7, 500, 000  for  the  property,  and 
a  discount  of  $2,500,000  on  the  shares.  To  be  reliable,  the  number  of 
shares  sold  should  ba^jrelatively  large  fraction  of  the  total  shares, 
and  the  market  should  be  active  and  competitive,  /a 

It  should  be  clear,  however,  that  for  an  operating  company 
the  current  exchange  price  for  its  shares  in  the  market  is  to  be  ignored 
in  the  swcounts  of  the  company.  The  shares  may  i»ell  develop  a  market 
for  their  exchange  in  private  hands  which  differs  greatly  from  the 
original  book  value  of  the  shares. 


Chapter  21  RETAINED  EARNINGS. 

Rctcinod  earnings  is  an  important  source  of  funds  for  many- 
corporations.  This  source  of  funds  has  appeared  under  a  number  of 
titles.  The  student  should  bo  familiar  with  a  number  of  these  in 
order  that  he  may  understand  past  and  current  practices.  In  American 
accounting  the  traditional  title  for  this  source  of  funds  has  been 
Sxirplus.  Originally  this  word  probably  meant  an  excess  of  funds  above 
the  contributed  investment.  It  was  found  that  a  distinction  between 
contributed  investment  in  excess  of  legal  requirement  and  funds  re- 
tained as  a  result  of  income  is  desirable.  Conributed  funds  in  excess 
of  par  of  shares  then  was  calied  Capital  Surplus.  Retained  income  was 
called  Earned  Surplus.   In  the  financial  statements  of  banks,  retained 
Income  has  been  called  Undivided  Profits.  In  British  accounting  often 
the  item  has  been  called  Rest.  The  confusion  which  aris*^ becomes 
greater  if  there  is  an  attempt  to  classify  Surplus  according  to  the 
reason  for  which  it  is  retained.  This  has  resulted  in  a  variety  of  titles 
under  which  retained  income  has  been  reported.  The  distinction  bet- 
ween retained  income  and  contributed  investment  in  excosp  of  legal  re- 
quirements not  always  has  been  clearly  reported.  It  was  an  improvement 
therefore  when  the  accounting  profession  in  America  attempted  to  clarify 
this  matter. 

In  American  Accounting  the  titlo  Retained  Earnings  now  has  been 
adopted  generally.  This  title  seems  sufficiently  descriptive.  It  over- 
comes objections  wh:^ch  have  been  made  to  use  of  the  word  Surplus.  The 
word  surplus  in  its  common  usage  suggests  some  kind  of  excess .  The 
word  can  bo  used  easily  as  a  political  tool  to  the  disadvantage  of  a 
company.  Those  who  do  not  understand  accounting  practices,  or  those 
who  act  from  njalicious  intent  may  accuse  a  corporation  of  accumulating 
funds  in  excess  of  its  legitimate  requirements.  Then  various  means 
are  attempted  to  force  dis-investmont  of  this  unsociable  monster.  By 
choice  of  a  title  which  designates  the  nature  of  the  item  more  accurately 
better  administration  of  the  corporate  affairs  for  all  concerned  is  made 
easier. 

The  title  Retained  Earnings  simply  means  the  total  income 
which  has  been  computed  by  accepted  methods  and  transferred  from  the 
yearly  Income  Summary  account.  One  might  expect  that  a  corporation  woixld 
pay  out  this  amount  in  dividends  to  the  shareholders.  This  might  have 
been  the  original  intent.  But  in  modern  practice  corporations  rarely 
distribute  all  of  the  corporate  income.  Each  year  a  fraction  of  the 
income  of  the  year  is  retained  by  the  company.  In  fact  sharGholdors 
generally  no  longer  expect  that  the  full  income  of  a  year  will  bo  dis- 
tributed to  them.  Hence  the  account  Retained  Earnings  tends  to  in- 
crease year  after  year.  In  many  cases  it  has  become  nearly  as  large 
as  the  contributed  investment. 

A  corporation  legally  may  distribute  all  of  its  retained 
earnings  as  dividends.  The  laws  of  most  states  restrict  a  corporation 
in  distributing  assets  to  the  shareholders  in  excess  of  the  amount 
provided  by  earnings.  How  much  the  company  distributes  is  a  question 
of  the  operating  budget.  This  depends  on  the  judgement  of  the  board 
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of  directors.  Many  companies  have  used  this  source  of  funds  as  a 
means  of  expansion  and  growth.   In  many  countries  during  recent  years 
the  computed  retained  earnings  has  been  merely  a  method  of  financing 
a  business  under  continually  rising  prices.  When  prices  rise  generally 
it  takes  more  monotary/to  carry  on  the  same  volume  of  physical  activity* 
As  inventories,  plant,  and  equipment  are  replaced,  replacement  i?  made 
at  ever  higher  prices,  A  greater  money  investment  gives  the  appearance 
of  business  expansion,  but  this  might  not  be  the  case.  Under  conditions 
of  general  price  inflation  the  reported ■ profits  aro  overstated  in 
real  economic  torms.  Instead  of  raising  additional  required  funds  by 
borrowing  or  issuing  more  shares,  a  part  of  the  yearly  reported  in- 
come is  retained.      L  units 

Retained  Earnings  are  a  source  of  current  assets  because 
revenue  produces  current  assets.  There  is  usually  no  attempts  to 
separate  current  assets  which  have  been  earned  recently  from  other 
current  assets.  Assets  derived  from  current  earnings  are  comingled 
with  all  other  assets  regardless  of  their  sources  until  soon  there  can 
be  no  matching  of  assets  currently  earned  with  their  spurco  in  re- 
tained earnings.  Those  assets  may  be  converted  into  various  forms  of 
other  assets.  As  a  result,  after  many  years  of  retaining  some  earnings, 
the  structure  of  assets  becomes  such  that  it  would  not  be  possible  to 
pay  out  earnings  to  the  extent  this  is  legally  permissablo.  Retained 
earnings  then  have  become  effectively  a  part  of  the  permanent  financ- 
ial structmre  of  the  company.  This  fact  often  is  recognized  by  the 
issue  of  additional  shares  to  the  shareholders.  Accounting  entries 
merely  transfer  an  amount  from  the  Retained  Earnings  account  to  the 
Capiial  Stock  account.  New  shares  issued  are  ftilly  paid  if  the  earnings 
have  been  correctly  computed  as  based  on  the  receipt  of  additional 
net  assots  through  revenue. 

RESTRICTED  RETAINED  EARNINGS.  The  above  discussion  has  indicated  that 
often  the  distribution  of  earnings  is  restricted  by  the  operating 
policy  of  the  company.  The  directors  may  choose  to  pay  company  debt 
instead  of  dividends  to  the  shareholders.  They  may  desire  to  have  an 
increase  of  current  assets  on  hand.  They  may  desire  to  expand  busi- 
ness operations.   They  may  replace  old  inveatories  or  plant  and  equip- 
ment at  higher  costs. 

Sometimes  the  distribution  of  earnings  is  restricted  by 
agreement  with  outside  parties  such  as  bondholders  or  other  creditors. 
Sometimes  under  certain  conditions  distribution  is  restricted  by  law. 
If  earnings  are  restricted  by  decision  of  the  company  directors,  thir 
decision  may  bo  recognized  by  accounting  entries.  An  amount  is  separated 
from  the  Retained  Earnings  account  and  reported  under  a  li  tie  such  as 
recorded  in  the  following  bookkeeping  entries. 

(1) 

Retained  Earnings  „....,... . .100,000 

Reserve  for  Plant  Expansion 100,000 

To  restrict  retained  earnings  by  decision  of  the  directors. 
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The  cntrios  are  intended  to  inform  the  shareholders  that  $100,000 
income  will  not  bo  distributed  as  dividends,  Actually  the  entries 
accomplish  little.  There  is  no  separation  or  handling  of  assets. 
There  is  only  a  decision  to  report  retained  earnings  in  the  financial  - 
position  statement  as  two  items  instead  of  one.  Actually  sometimes 
such  entries  are  objectionable.   The  title  Reserve  for  Plant  Expansion 
for  example  tends  to  obscure  the  full  amount  of  earnings  retained.   It 
accomplishes  little  positively,  because  the  shareholders  should  know 
that  the  directors  can  withold  dividends  if  thoy  want  to  do  so.  It 
might  be  just  as  well  if  the  directors  made  an  ordinary  statement  to 
this  effect  in  the  annual  report  to  shareholders.   Hich  information 
about  the  financial  position,  operation  activities,  and  company  policies 
can  be  reported  effectively  without  using  any  formal  bookkeeping  entries* 
But  sometimes  these  are  recorded  in  the  ledger  accounts  such  as  the 
following. 

1.  Reserve  for  Contingencies. 

2o  Reserve  for  Inventory  Shrinkage. 

3.  Reserve  for  loss  in  Foreign  Exchange. 

4-.   Reserve  for  Losses  on  Patent  Infringement. 

5.  Reserve  for  Employees  Pensions^ 

6.  Reserve  for  Self  Insurance. 


Often  the  use  of  these  reserves  for  the  restriction  of  dividends  are 
more       of  academic  interest  than  they  are  useful  in  business 
practice.  They  are  not  used  as  often  in  business  practice  as  might 
be  supposed.   For  all  of  these  the  same  general  criticism  may  be 
offered.  Thoy  tend  to  obscure  the  total  amount  of  retained  earnings 
in  the  company.  Thoy  are  not  necessary  because  the  management  of  the 
company  can  be  carried  on  just  as  well  without  the  use  of  those  accounts. 
In  fact  shareholders  no  longer  require  formal  notice  in  the  financial 
position  statement  that  the  directors  do  not  intend  to  distribute  all 
earnings  as  dividends. 

Sometimes  these  reserve  accounts  have  been  used  to  misre- 
present the  facts.  If  a  reserve  is  provided  for  losses  from  con- 
tingencies, for  example,  presumably  when  the  loss  arises  the  loss  will 
be  closed  into  the  reserve  account  instead  of  being  reported  as  a  loss 
on  the  income  statement.  Thus  the  loss  may  never  be  reported  effect- 
ively to  the  shareholders.  Until  the  catastrophe  actually  occurs 
there  is  no  loss  to  be  recognized.  The  reserve  makes  no  provision 
for  the  loss  anywayj  it  only  encourages  failure  to  report  the  loss 
clearly  during  the  year  when  it  occurs.   Where  there  is  a  highly 
probable  loss  the  possibility  should  be  reported  -  but  again  a  dis- 
cusHion  of  the  situation  can  be  more  useful  than  formal  items  in  the 
financial  statements. 

One  of  the  most  misused  reserves  has  been  the  "Reserve  for 
Self  Insurance".  A  business  or  a  person  cannot  insure  itself.   It 
can  become  insured  only  by  the  purchase  of  an  insurance  policy  from 
a  separate  company  which  will  compensate  for  any  losses.   If  a  reserve 
is  established  each  year  in  the  amount  of  what  insurance  would  cost 
no  money  is  paid  out.  There  is  no  insurance  expense.  The  amount  which 
insurance  would  cost  is  saved.   When  the  expected  loss  occurs,  the  loss 
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equals  the  value  of  the  assets  lost.  The  saving  through  failure  to  pay 
for  insurance  is  not  related  to  the  loss.  If  no  loss  occurs,  there  is 
never  any  insurance  cost  or  other  loss.  If  there  is  a  loss,  the  only 
compensation  is  what  can  be  collection  from  the  insurance  company. 
Without  the  policy  issued  by  the  insurance  company,  the  corporation  is 
not  insured  against  any  loss.  The  use  of  a  reserve  only  permits  a 
fictitions  expense  to  be  debited  when  the  reserve  is  credited,  ther 
charge  of  the  loss  to  the  -reserve  when  the  loss  occurs.  This  only 
prevents  a  correct  report  of  the  loss. 

If  a  company  holds  widely  distributed  properties,  the  losses 
tend  to  be  about  equal  each  year.   It  may  be  said  that  such  a  company 
does  not  need  to  carry  insurance.   It  merely  may  write  off  any  losses 
when  they  occur.  The  restriction  of  retained  earnings  for  the  use  of 
equalizing  those  losses  from  year  to  year  fails  to  report  the  facts 
of  losses  each  year  as  they  occur. 

EARNINGS  RESTRICTED  BY  CONTRACT.  Sometimes  a  company  makes  an  agreement 
with  an  outside  party  to  retain  a  certain  amount  of  earnings  each  year. 
In  such  cases  a  reserve  to  restrict  payment  of  dividends  may  be  pro- 
vided from  Retained  Earnings.  An  item  in  the  financial  statement  for 
retained  earnings  restricted  under  contract  attempts  to  report  com- 
pliance with  the  contract. 

For  Instance  a  company  borrows  $1,000,000  for  20  years  on  a 
bond  contract.  Protection  of  the  bondholders  in  inceased  if  funds 
are  retained  for  use  by  the  company  instead  of  being  distributed  as 
dividends.  The  agreement  with  the  bondholders  might  require  that  each 
year  some  given  amount  of  earnings,  say  $50,000,* bo  restricted  for  a 
twenty  year  period  until  the  bonds  of  $1,000,000  are  paid.   If  earningf 
of  $50,000  each  year  are  retained,  they  will  be  the  source  of  enough 
assets  in  20  years  to  pay  the  bonds.  Entries  each  year  to  restrict 
the  earnings  are  s 

(1) 

Retained  Earnings  . . . . .. .. . . . . , . .  50,000 

Reserve  for  Bond  Reden.jtion  .,.<,,.  o ».. ...... .  50,000 

These  entries  do  not  provide  any  funds  for  payment  of  the  bonds,  but 
they  do  require  that  there  be  income  each  year  matched  by  an  equivalent 
increase  In  assets.  There  is  no  restriction  on  the  use  of  the  assets, 
but  they  cannot  be  lost  without  the  necessity  to  report  the  loss  through 
the  income  statement.  The  assets  must  be  administered  such  as  to  pro- 
vide current  assets  in  the  year  when  the  bonds  come  due.  The  bonds 
will  be  paid  only  in  cash.  After  the  bonds  are  paid,  there  is  no  longer 
any  legal  restriction  of  retained  earnings  which  now  may  be  used  for 
dividends  if  the  general  composition  of  assets  permits.   Among  the 
sources  of  funds,  after  twenty  years,  the  Reserve  for  Bond  Redemption 
has  replaced  the  bomds  payable.   Now  the  company  can  operate  on  its 
own  funds  with  as  many  assets  available  as  when  the  borrowing  was  done« 
The  reserve  account,  however,  has  served  its  usefulness.   It  can  be 
closed  back  into  the  retained  earnings  account  as  follows. 
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(1) 
Reserve  for  Bond  Rodomption  ..,...,,„.. ,  1,000,000 

Retained  Earnings » » , » ,  <> . » « . . .  o  <. . . .  ■, » «  1,000,000 

By  this  time  the  current  assets  earned  no  doubt  are  pooled  with  all 
other  assets;  many  of  them  may  be  invested  in  plant  and  equipment 
so  that  they  are  not  available  in  cash  for  payment  of  dividends »   Many 
companies  under  these  circiimstancos  issue  additional  shares  of  stock 
to  the  extent  of  a  large  part  of  the  retained  earnings » 

Sometimes  retained  earnings  are  restricted  by  laWo  The  laws 
of  some  states  prohibit  a  corporation  from  paying  any  funds  to  sharehol- 
ders during  its  regular  operations  except  as  the  amount  has  been  provi- 
ded by  retained  earnings.   In  the  preceding        chapter  reference 
has  been  made  to  the  return  of  funds  to  shareholders  in  exchange  for 
their  shares  called  treasury  shares.  If  this  payment  is  permitted,  it 
is  possible  for  a  company  to  return  some  of  the  contributed  invest- 
ment to  shareholders  before  the  company's  creditors  arc  paid.  This 
destroys  the  investment  which  has  been  relied  upon  as  a  protection  to 
the  creditors  against  losses. 

Corporation  law  has  long  looked  upon  the  shareholders'  in- 
vestment as  a  fund  which  can    absorb  losses  before  ordinary  creditorr 
have  to  bear  losses.  Since  the  limited  liability  of  shareholders  re- 
stricts funds  available  for  the  payment  of  debts  to  the  assets  of  the 
company,  this  restriction  on  the  use  of  the  shareholders  investment 
becomes  an  important  consideration  when  the  company  borrows  money. 
When  a  loan  is  made  to  a  company  the  lender  examines  its  financial 
position.  The  larger  the  shareholders'  investment  relative  to  the 
liabilities,  the  greater  is  the  safety  of  the  creditors'  loan.  The 
law  tries  to  protect  the  creditors  by  preventing  the  wilful  destructioi- 
of  the  shareholders  investment.  According  to  this  doctrine,  any  return 
of  invested  funds  to  shareholders  restricts  an  equal  amount  of  retained 
earnings.  Compliance  with  the  law  does  not  require  the  use  of  book- 
keeping entries  i/hich  are  reflected  on  the  financial  position  statement 
do  clarify  the  condition.   It  is  therefore  proper  when  cash  is  paid 
for  treasury  liharcs  that  restricting  entries  be  made. 

Assume  that  500  shares  of  stock  are  reacquired  at  a  pri:5C  of 
$106  per  share.  The  shares  have  a  par  of  $100  each  and  were  issued 
at  $105  each.  The  following  entries  are  proper. 

(1) 

Treasury  Shares  -  Par , , .„ . , , , , ,. .  50,000 

Premium  on  Stock  .......... ...•o...<>«<>o..  2, 500 

Retained  Earnings  ,..,,,. »  500 

To  reacquire  500  shares  at  $106  each, 

(2) 

Retain  Earnings ,..,... .o.,, .  52 , 500 

Reserve  for  Treasury  Shores  ,,,...,,,,.,,.,, .o...,,,  52, 500 
to  restrict  retained  earnings  in  the  amount 
of  cash  returned  to  shareholders. 
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The  first  transaction  has  boon  explained  in  an  earlier  chapter.  The 
second  transaction  is  required  to  report  that  retained  earnings  are 
sufficient  for  the  return  of  this  amount  of  money  to  shareholders. 
On  500  shares  this  is  $52,500,  The  remaining  $500  has  been  deducted 
from  retained  earnings  when  paid  in  the  first  transaction.   Since  this 
amount  of  $500  already  has  been  deducted  from  Retained  Earnings,  it  is 
not  required  in  the  restricted  earnings  reported  as  a  reserve.  The 
reserve  should  be  retained  until  the  treasury  shares  are  reissied  at 
a  priie  of  at  least  par.  After  that  time  it  may  be  restored  to  un- 
restricted Retained  Earnings. 

If  additional  shares  are  issued  as  a  dividend  to  the  extent 
of  the  required  reserve  and  charged  to  the  reserve,  the  conditions  of 
the  required  reserve  would  appear  to  bo  met.  The  question  now  arises 
whether  ,  after  retained  earnings  have  been  transferred  to  the 
capital  stock  account  with  the  issue  of  additional  shares,  it  can  be 
transferred  back  again  later  to  retained  earnings  if  the  shares  are 
reacquired.  It  would  seem  that  it  could  do  so  only  with  the  original 
restriction  that  it  cannot  bo  used  for  dividends, 

DIVIDENDS,   Dividends  are  the  disributlon  of  income  to  shareholders. 
They  are  paid  in  cash  or  other  assets.  Two  requirements  must  be  met 
before  dividends  can  be  paid;  one  is  legal  and  the  other  is  economic. 
The  laws  of  most  states  prohibit  the  payment  of  dividends  to  share- 
holders except  to  the  extent  of  earned  income.   Sometimes  the  return 
of  shareholders '  investment  ie  referred  to  as  a  dividend,  but  this 
must  be  qualified  as  a  liquidacing  dividend,  It  mast  bo  paid  in  con- 
formity with  legal  provision  such  as  for  liquidating   :  the  company. 
Before  this  can  be  done,  the  liabilities  to  creditors  must  be  paid  or 
provided  for. 

The  second  requirement  for  payment  of  a  dividend  is  that  there 
must  be  enough  cash  or  other  current  assets.  There  must  be  enough 
current  assets  remaining  after  the  dividend  is  paid  to  warry  on  the 
planned  operations.  The  income  on  which  dividends  are  based  accrues  in 
the  form  of  current  assets,  but  before  the  dividend  is  paid,  these  assets 
may  be  converted  to  other  forms.  The  assets  may  be  used  for  the  pay- 
ment of  liabilities  or  they  may  be  invested  in  fixed  assets.  Any  of 
those  would  make  payment  of  a  dividerd  improper. 

There  are  usually  throe  crucial  dates  in  the  payment  of  a 
dividend,  (1)  the  date  of  declaration,  (2)  the  date  of  shareholder 
record,  and  (3)  the  date  of  payment.  The  dividend  must  be  declared  in 
a  meeting  of  the  board  of  directors.  At  this  time  the  dividend  payable 
becomes  a  liability  of  the  con^sany  to  the  shareholders.  The  liability 
is  usually  current,  because  dividends  are  not  declared  long  in  advance 
of  payment.  The  time  between  declaration  and  payment  usually  is  loss 
than  one  year.   The  dividend  declared  is  recognized  by  entries  in  the 
accounts  as  follows.  Assume  one  dollar  per  share  is  declared  on 
1,000  shares, 

(1) 
Dividends  .1,000 

Dividends  Payable ...1,000 

To  record  dividend  declared. 
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The  dividend  debit  is  a  deduction  from  the  Retained  Earnings »  It  is 
not  good  procedure  to  debit  Retained  Earnings  directly  for  any  part 
of  a  transaction.   If  this  is  done,  then  the  item  is  lost  when  the 
trial  balance  of  the  ledger  and  the  financial  statement  are  prepared. 
There  is  then  no  orderly  way  of  reporting  the  income  distribution  on 
the  financial  statements.  Dividends  is  a  debit  account  which  is 
classed  as  income  distribution.   It  is  closed  into  Retained  Earnings  at 
the  end  of  a  year  when  the  ledger  is  closed  by  the  following  entries. 

(2) 

Retainod  Earnings  ©e..  oooooooooooooo»oof>oo  1^000 

To  close  the  dividend  account. 

The  dividend  payable  is  a  current  liability  in  the  position 
statement  until  it  is  paid.   When  the  dividend  is  paid  the  following 
entries  are  required. 

(3) 

Dividends  Payable  .oo.oo.oo. .000.0. 00.00.  1,000 

To  record  payment  of  the  dividend. 


The  payment  of  a  dividend  to  many  shareholders  in  a  large 
corporation  is  a  large  task.   It  requires  much  clerical  work  and  time. 
Some  shareholders  may  sell  their  shares  to  other  shareholders every 
day.   Which  shareholders  should  receive  the  dividend?  When  the  dividend 
is  declared,  a  date  of  shareholder  record  must  be  stated.  On  this 
date  the  shareholder^ '  record  is  temporarily  hold  inactive  and  a  list 
is  made  of  the  shareholders  on  that  date.  The  number  of  shares  held 
by  each  is  important  .  Each  shareholder  is  paid  a  dividend  at  the 
declared  rate  on  each  share  that  he  owns  according  to  the  recordo 
If  a  shareholder  has  purchased  his  shares  only  one  or  two  days  before 
the  date  of  record,  his  now  ownership  probably  is  not  recorded.   In 
this  case  the  seller  will  receive  the  dividend,  If  the  buyer  should 
receive  the  dividend  ho  must  collect  from  the  seller.  There  should 
be  a  clear  agreement  about  this  when  the  shares  are  exchangedo   It  is 
to  the  interest  of  the  buyer  of  shares  to  have  his  ownership  transferred 
from  the  seller  as  soon  as  possible  after  the  purchase.  The  purchaser 
will  receive  no  rights  to  vote  or  to  receive  dividends  from  the  com- 
pany until  the  transfer  is  recorded. 

Dividends  usually  are  paid  by  chocks  drawn  on  a  bank.  The 
procedure  here  is  much  like  that  for  a  payrollo   One  check  is  written 
for  the  total  amount  of  the  dividends  and  deposited  in  a  separate 
bank  account.  This  serves  to  control  the  total  dividend  paid.  Indi- 
vidual chocks  are  prepared  for  the  shareholders.  There  must  be  time 
between  the  date  of  record  and  the  date  of  payment  suf f i  ^ient  to 
prepare  the  individual  checks  for  distribution. 
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DIVIDENDS  OTHER  THAN  CASH„  Dividends  arc  not  always  doclarod  payable 
in  casho  Sometimes  thoy  are  declared  payable  in  other  assets,  as  in 
units  of  product  of  the  companyo  This  requires  no  change  in  the  book- 
keeping records  sxcept  that  another  asset,  such  as  inventories,  is  in- 
volved instead  of  cash.   If  the  payment  is  made  in  the  product  of  the 
companyj  the  payment  of  the  dividend  liability  requires  the'  following 
entries  s 

(1) 

Dividends  Payable  „ ,  „  „ « » „ » <= . » o « » » » o « « . » , . . »  1 ,  000 

To  pay  the  dividend  in  product  of  the  company. 

These  entries  are  presumably  in  terms  of  cost  or  book  value  of  the 
inventory o   There  need  bo  no  profit  or  loss  recognized. 

Sometimes  a  company  owns  shares  of  stock  in  another  companyo 
A  dividend  may  bo  paid  to  shareholdors  by  the  distribution  of  these 
shares.  This  involves  no  new  procedures.   Provision,  however,  must  bc^ 
made  for  the  distribution  of  fractions  of  shares.   It  is  not  difficult 
to  deal  with  small  fractions  of  cash,  but  units  of  prod'gtct  or  other 
assets  may  offer  some  difficulty.  This  is  usui^ily  dealt  with  by 
giving  the  shareholders  the  choice  of  buying  or  selling  a  fraction 
of  a  shart  with  the  company  for  cash.  These  distributions  are  con- 
sidered true  dividends  in  the  sense  of  distributing  income  because 
they  are  the  distributions  of  assets, 

DIVIDENDS  IN  OTHER  EQUITIES.   Sometimes  a  dividend  is  declared  payable 
by  the  issue  of  some  form  of  equity  in  the  company.  The  shareholder 
may  be  given  additional  shares  of  the  same  class  which  he  holds  already 
This  is  not  a  true  dividend,  because  no  shareholder  receives  any  rights 
to  which  he  did  not  have  a  claim  already.  Since  the  proportionate 
shares  of  shareholders  is  not  changed,  the  additional  votes  of  a 
shareholder  do  not  give  him  any  control  which  ho  did  not  have  before. 
Dividends  may  now  be  paid  on  more  shares,  but  the  total  earnings  of  the 
coii5)any  will  not  be  greater.  The  company  could  just  as  well  increase 
the  dividend  rate  on  the  old  shares.  The  new  shares  can  be  sold  with- 
out losing  any  of  the  old,  but  the  book  value  of  total  shares  remains 
the  same  after  the  now  issue  as  before.  There  is  only  a  transfer  of 
retained  earnings  from  the  Retained  Earnings  account  to  the  Capital 
Stock  account  .  Tho  book  value  total    ^  remains  unchanged.  Tho 
required  entries  for  an  issue  of  1,000  shares  at  $10  per  share  ares 

(1) 

itf'X  V  -^CldlClS         O     9    O    O     0009     o«oo     OO     OO     OOo     o    o     OO     »    O     OO  A-\J  a\J\J\J 

Stock  Dividend  to  be  Issued  ...,...,.,,.....,....,  10,000 
To  record  the  declaration, 

(2) 
Retained  Earnings  ...........o. ......  10,000 

Dividends ,.,........<>.... 10 , 000 

To  close  the  dividend  account. 
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(3) 

Stock  Dividond  to  bo  Issued 10,000 

Capital  Stock 10,000 

To  record  tho  issue  of  the  dividend  in  shares. 

The  situation  may  be  different  if  the  dividond  requires  tho 
issue  of  liabilities  or  shares  of  a  different  class  than  that  which 
the  shareholder  has.  In  this  case  {|  shareholder  might  receive  rights 
which  ho  did  not  have  before.  Suppose  the  dividend  takes  the  form  of 
notes  payable  to  tho  shareholders.  This  creditors'  claim  is  something 
which  the  shareholders  did  not  have  before.  The  voting  and  dividond 
rights  remain  unchanged.  But  tho  notes  easily  may  developed  a  market 
and  can  be  sold.  True,  the  shareholder  loses  his  equity  in  the  retained 
earnings.  But  ho  loses  this  also  when  he  receives  a  cash  dividond. 

The  dividond  may  be  declared  in  the  form  of  a  preferred  stock 
issue.  Tho  same  general  reasoning  applies.  An  answer  to  the  question 
whether  this  kind  of  dividend  constitutes  taxable  income  to  the  share- 
flolder  does  not  settle  the  matter.  The  law  might  make  this  taxable  or 
not,  but  this  does  not  change  the  fundamental  moaning  of  the  relation- 
ships. Tho  shareholder  usually  has  rights  which  he  did  not  have  before. 
These  can  bo  sold  in  the  market  independent  of  his  former  rights. 

It  can  bo  argued  that  when  a  shareholder  receives  a  dividond 
he  never  receives  anything  of  value  which  he  did  not  have  before.  Or 
that  certainly  anything  additional  that  he  receives  is  not  worth  tho 
total  amount  of  the  stated  dividend.  When  any  incomo  is  distributed, 
the  shareholder  loses  his  equity  in  retained  earnings  to  tho  full 
extent  of  the  dividend  received.  The  question  resolves  itself  into 
deciding  whether  tho  retained  earnings  is  in  fact  a  shareholders  equity. 
Two  views  are  possible.  Tho  retained  earnings  is  a  shareholders'  equity 
if  tho  corporate  entity  is  ignored  and  tho  corporation  is  viowod  as  an 
association  similar  to  a  partnership.  In  this  case  the  income  of  a 
corporation  accrues  to  the  shareholders  when  it  is  earned  by  tho  com- 
pany and  not  when  it  is  paid  as  a  dividend. 

If  tho  separate  entity  view  of  the  corporation  is  maintained, 
the  retained  earnings  of  the  corporation  cannot  be  an  equity  of  the  share- 
holders. In  this  case  retained  earnings  is  hardly  more  than  a  source 
of  additional  funds  of  the  corporation.  It  can  be  called  a  contingent 
equity  of  tho  shareholders.  Since  the  earnings  are  not  required  legallv 
to  be  retained  for  the  benefit  of  creditors,  tho  directors  of  the 
company  have  the  discretion  of  using  thorn  as  they  see  fit  in  tho  best 
interest  of  the  company.  This  might  or  might  not  mean  distribution 
as  dividends. 

STOCK  SPLITS.  Sometimes  a  company  issues  additional  shares  without  a 
reduction  in  retained  earnings.  This  is  often  called  a  stock  dividond. 
It  is  not  a  dividend  but  only  the  division  of  existing  shares  into 
smaller  units.  The  par  value  of  shares  may  be  decreased  with  a  propor- 
tionately larger  number  of  shares.  This  is  like  exchanging  large  units 
of  currency  into  smaller  units.  For  instance  a  company  which  has  issued 
10,000  shares  of  stock  par  $100  may  issue  two  now  shares  of  par  $50  in 
exchange  for  each  old  share.  No  bookkeeping  entries  are  required  for 
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this  exchange,  because  the  total  stated  par  value  of  shares  remains 
unchanged.  There  need  b©  only  a  record  of  the  description  of  the 
new  shares  and  a  notation  of  the  exchange  of  shares  in  the  shareholders 
ledger,,  Or  merely  the  old  certificates  may  bo  roclassifiedo 

The  purpose/issuing  additional  shares  of  the  same  class  of 
stock  either  with  or  without  a  reduction  in  stated  Retained  Earnings 
is  to  increase  the  number  of  shares  outstanding.  The  increase  of 
shares  outstanding  is  not  a  source  of  additional  funds.  But  by  in- 
creasing the  number  of  shares  outstanding,  the  market  for  the  shares 
is  made  broader.  It  becomes  easier  for  a  greater  niimber  of  share- 
holders to  own  shares.    /  of 

NO  PAR  SHARES.  Some  states  permit  the  issue  of  shares  with  no  par 
value.  However,  a  minimum  stated  value  is  required  as  an  investment 
for  the  protection  of  creditors.  Thus  a  stated  value  for  shares  with- 
out par  value  in  effect  becomes  a  par  value.  Often  the  total  fund 
invested  for  no  par  shares  is  greater  than  the  legally  stated  value. 
The  excess  is  credited  in  a  special  account.  This  excess  of  contri- 
buted funds  over  stated  value  is  a  source  of  invested  funds  as  truly 
as  is  the  stated  value.  But  the  same  legal  restrictions  in  any  given 
case  might  not  apply.   The  practice  often  leads  to  confusion  between 
contributed  investment  and  retained  earnings. 


Chapter  22.   BOND  LIABILITIES 

LONG  TERM  BORROWING.  One  important  source  of  funds  for  use  by  a 
productivo  ontorprlsG  is  long-torm  borrowing.  This  is  most  often 
made  effective  by  the  issue  of  bonds,  A  bond  from  the  viewpoint  of 
the  borrower  is  a  promise  to  pay  to  a  lender  certain  sum  of  money 
on  a  specified  date.  Borrowing  by  the  issue  of  bonds  is  usually  for 
very  largo  sums  as  well  as  for  a  long  time.  Many  productivo  enter- 
prises require  such  a  large  sum  of  money  that  not  often  can  a  single 
lender  supply  the  amount  required,  A  master  contract  Is  written  for 
a  large  issue  of  bonds.  The  total  issue  is  divided  into  small  units 
so  that  many  lenders  can  lend  small  amounts.  The  contract  is  bet- 
ween the  borrower,  usually  a  corporation,  and  the  lenders  or  bondhol- 
ders as  a  group. 

For  instance  if  $1,000,000  is  to  be  borrowed,  provision 
is  made  in  a  written  agreement  under  seal  for  the  entire  issue.  The 
issue  might  consist  of  1,000  units  or  individual  bonds,  each  for 
$1,000  each.  Thus  makes  it  possible  for  1,000  inventors  to  lend 
$1,000  each.  Since  it  is  difficult  for  small  bondholders  to  deal 
individually  with  the  borrower,  a  trustee  usually  is  appointed  to  act 
in  the  interest  of  the  bondholders  as  a  group.  The  principal  duties 
of  the  trustee  is  to  see  that  the  Revisions  of  the  bond  agreement  are 
carried  out.  In  some  respects  a  bond  issue  is  like  an  issue  of  shares 
of  stock.  There  is  a  master  contract  which  describes  the  rights  con- 
tained in  the  issue.  Then  the  issue  is  divided  into  small  units.  An 
individual  unit  for  a  bond,  however,  is  likely  to  be  for  a  larger 
amount  than  for  share  of  stock.   Bonds,  like  shares  of  stock,  have  par 
value.  But  whereas  the  par  value  of  one  share  of  stock  often  is  $100 
or  less,  the  par  value  of  a  bond  usually  is  $1,000, 

The  principal  difference  between  a  bond  and  a  share  of  stock 
is  that  the  borrower  on  a  bond  agrees  to  pay  to  the  bondholder   stated 
amounts  of  money  on   certain  future  dates.  The  bond  is  a  debt  of  the 
borrower.   In  the  case  of  stock,  there  is  no  promise  to  repay  to  the 
investor  any  certain  sum  of  money.  Bonds  owed  are  debts  and  are  report- 
ed as  liabilities  in  the  position  statement.  Since  the  borrowing  is 
for  a  very  long  time  they  are  not  current  debt.  The  borrower  expofits 
to' repay  the  bonds,  and  it  is  most  important  that  ample  provision  be 
made  for  payment.  But  bonds  are  considered  a  source  of  permanent 
fund  much  like  shares  of  stock.  One  issue  of  bonds  sometimes  is  paid 
at  maturity  with  the  proceeds  of  another  issue.  Thus  a  corporation, 
which  has  unlimited  or  indeterminate  life,  can  borrow  on  bonds  in 
perpetuity.  If  bonds  are  a  source  of  funds,  it  should  be  equally 
clear  that  the  retirement  of  bonds  requires  the  use  of  funds,  A 
company  which  pays  off  its  bonds  has  less  funds  remaining  with  which 
to  operate.   If  the  company  continues  to  operate  on  the  same  scale, 
after  paying  the  bonds,  it  faces  again  alternative  moans  providing 
more  funds.  At  any  time  the  best  alternative  might  be  an  issue  of 
more  bonds. 

There  are  many  kinds  of  bonds,  just  as  there  are  many  kinds 
of  shares  of  stock.  The  security  for  return  of  the  investment  in  bonds 
and  for  a  stated  distribution  of  income  always  is  greater  for  bonds  than 
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it  is  for  si^rcs  of  stock  in  the  same  company.  Often  a  moitgago  is 
given  security  for  the  ropaymcnt  of  bonds.  This  gives  thq  bondholders, 
acting  thr^gha  trustee,  a  contingent  ownership  in  company  property. 
If  the  agreed  terms  of  the  bonds  are  not  met,  the  bondholders  collect- 
ively may  s.oize  the  company's  property  to  enforce  payment  of  their 
claims.  The  property  which  serves  as  security  for  bonds  usually 
consists  of  plant  and  equipment,  although  it  might  include  other  assets. 

Some  bonds  are  secxirod  only  by  the  general  credit  of  the 
company.  Such  debt  is  more  likoly  to  be  for  a  shorter  term.  In  the 
case  of  longer  term  bonds,  it  is  more  important  to  take  steps  in 
advance  to  overcome  possible  misfortune  which  the  company  might  meet. 
Sometimes  bonds  require  that  the  borrower  mako  a  contribution  each  year 
to  a  fund  in  the  hands  of  a  trustee  for  the  benefit  of  the  bondholders. 
This  fund  is  called  a  sinking  fund.  The  cash  contributed  to  the  fund 
is  invested  by  the  trustee  such  that  it  earns  an  income  each  year. 
The  fund  is  budgeted  such  that  the  yearly  contributions  and  income 
earned  each  year  will  accumulate  to  the  total  liability  of  the  bonds 
on  the  maturity  date.  This  procedure  is  like  paying  off  a  small  part 
of  the  bonds  each  year,  but  of  course  the  bonds  are  not  paid  until 
maturity.  In  the  meantime  the  bonds  continue  to  be  a  liability  of  the 
company  and  the  sinking  fund  is  an  asset.  Serial  bonds  are  paid  off 
±Xi.   small  amounts  which  mature  each  year. 

BOND  ISSUE.  The  legal  and  clerical  work  preparing  an  issue  of  bonds 
for  distribution  is  groat.  It  usually  requires  several  months  of 
time.  The  individual  small  bonds  may  bo  offered  to  the  public  or 
they  may  bo  transferred  to  an  investment  agent  for  secondary  distri- 
bution. The  agent  may  purchase  the  entire  lot  and' nndartake  himself 
to  distribute  the  lot  to  small  investors.  Or  he  may  act  as  an  under- 
writer. That  is,  ho  may  act  only  as  agent  of  the  company. 

The  crucial  date  in  the  issue  of  bonds  is  receipt  of  the 
cash  and  assumption  of  liability  for  payment  of  interest  and  principal o 
Assume  5%  20  year  bonds,  par  $1,000,000  are  issued  for  COah  at  par. 
The  required  bookkeeping  entries  are: 

(1)  '-V-r-l- 

Cash 1,000,000 

Bond  Payable  -  Par , .,.,.....  1,000,000 

To  issue  $1,000,000  bonds  for  cash  at  par 

The  interest  to  bo  paid  each  year  is  $50,000  which  ts  "accrabd  as 
follows  : 

End  of  Year  (1)  ,;;.,., 

Interest  Charges  ,*>4#;*;^^;>,§O,00Qv  , 

laterest  Payable , .V^t-r^.v.i:**...  50,000 


Usually  the  situation  is  not  se  simple.  Often  bonds  cannot 
be  issued  at  par.  If  the  rate  of  interest  is  considered  too  low  by 
the  investor,  ho  will  not  be  willing  to  invest  at  par.  There  may  be 
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many  othor  reasons  for  considoring  the  invostmcnt  loss  dosirablG  than 
QltornativG  invostmonts  availablo.  This  docs  not  moan  that  the  bonds 
cannot  bo  sold.  It  moans  only  that  thoy  can  bo  sold  if  the  price 
is  sufficiently  favorable.  The  investor  will  take  the  bonds/Less  than 
par.  Suppose  the  above  issue  can  be  sold  only  at  $95.  This  moans 
$950  is  received  for  each  $1,000  par  bond.  The  customary  entries  are  : 

/  at  a  prico 
(1) 
Cash 950,000 

Bond  Discount 50,000 

Bond  Payable-Par  1,000,000 

To  issue  bonds  at  a  discount  for  cash  $  95. 
with  5%  interest. 

The  interpretation  of  those  entries  can  bo  confused  easily.  The  student 
is  requested  to  reflect  carefully  on  the  entire  situation  in  order 
to  discover  the  accounting  which  is  involved.  The  situation  is  best 
viewed  as  two  flows  of  cash.  The  borrower  receives  a  largo  sum  of 
cash,  on  the  one  hand,  and  hQ  pays  cash  to  the  lender  on  the  other  hand. 
The  borrower  receives  $950,000.  He  has  agreed  to  pay  to  the  lenders 
a  series  of  19  small  payments  of  $50,000  each  and  one  large  payment 
at  the  end  of  20  years  of  $1,050,000.  The  small  payments  arc  computed 
at  the  end  of  each  year  as  $1,000,000  x  .05  =  $50,000.  The  20th  small 
payment  coincides  with  the  larger  payment  of  $1,000,000.  In   .  other 
words  the  borrower  borrows  $950,000  and  agrees  to  pay  to  the  lenders 
a  total  of  $2,000,000  over  a  period  of  20  years.  Tho  difference,  which 
is  $2,003,009,  less  $950,000  =  $1,050,000  is  interest  for  the  entire 
20  year  period  of  borrowing.  This  interest  cost  must  be  distributed 
equitably  over  the  period  of  borrowing.  Tho  average  yearly  interest  is 
$1,050,000'?-  20  =  $  52,500.  Equal  distribution  each  year  is  not 
accurate,  as  will  be  demonstrated  later.  For  the  moment  we  will  assume 
this  is  sufficiently  accurate.  This  assumption  makes  the  computations 
simple.  If  only  small  sums  are  involved,  the  accuracy  may  bo  groat 
enough.  This  method  often  is  used  in  accounting  practice. , 

The  first  essential  to  be  noted  is  that  only  $950,000  is 
borrowed.  This  amount  should  establish  the  correct  liability.  But 
convenience  in  bookeoping  and  auditing  the  bonds  has  encourage  the 
practice  of  recording  tho  bond  liability  at  par.  That  this  is  not 
tho  correct  liability  may  be  soon  as  follows.  The  liability  of 
$1,000,000  assumed  is  not  due  for  20  years.  But  in  the  meantime  G 
liability  for  payment  of  $1,000,000  interest  is  equally  binding.  Those 
yearly  payments  of  $50,000  each  are  not  recorded  until  each  year  when 
interest  for  use  of  the  money  has  accrued.  Tho  same  reasoning  cannot 
justify  recording  tho  full  bond  liability  at  par  before  date  of  maturity. 
On  tho  date  of  borrowing  tho  reasonable  liability  cannot  be  greater 
than  the  sum  borrowed. 

Interpretation  of  the  discount  sometimes  causes  difficulty, 
Tho  discount  is  recorded  only  because  the  bond  liability  is  overstated 
at  par.  The  bond  discount  is  a  nominal  account  which  records  discount 
that  has  not  accumulated.  As  tho  discount  accumulates  in  fact,  like  tho 
accrual  of  interest,  it  becomes  a  part  of  interest  charge  debit  and  a 
liability  credit.  It  shoiild  be  subtracted  from  par  of  the  bonds. 
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Unfortunately  the  bond  discount  sometimes  is  said  to  be 
amorti25od  as  if  it  were  like  dopreciationo  It  is  not  like  deprecia- 
tion. Depreciation  id  the  amortization  of  recorded  cost.  Bond 
discount  is  not  a  cost  which  is  incurred  on  the  date  of. borrowing.  It 
exists  as  part  of  an  interest  charge  which  accrues  with  the  use  of 
the  funds  borrowed.  The  bond  discount  is  written  off  the  books  as  it 
accumulates.  As  itiWitten  off,  the  balance  to  be  subtracted  from 
the  par  of  the  bonds  decreases.  The  par  of  the  bonds  less  the  re- 
maining balance  of  discount  states  the  increased  liability  for  the 
bonds.  This  procedure  gives  the  same  results  as  the  theoretically 
correct  procedure  which  followso  When  the  bonds  aro  issued,  the  en- 
tries fundamentally  should  be  s  /  ^ 

(1) 
Cash  ...„.....„ , ..,„.,,...... 950,000 

DoricL  J-M-Q.DXXX uy^o  ••oq«*ooo«ooo9ooo*«o«0««**«**«»o»**  yj^ ^Uvju 
To  record  issue  of  bonds  at  95  -  par  amount  $1,000,000 

Assuming  for  the  moment  that  the  total  interest  charges  are  to  be 
distributed  equally  over  the  20  year  period,  each  year  the  interest 
entries  should  be  : 

(2) 

Bond  Interest  Charges  ...... o ..= 52 , 500 

Cash ., 50,000 

Bond  Liability  .........o. 2, 500 

To  accrue  interest  charges  for  one  year,  pay  the 
interest  and  adjust  the  bond  liability. 

In  20  years  the  bond  liability  accordingly  will  accumulate  to  $1,000,000 
Before  that  date  no  such  amount  is  duo.  Should  there  be  default  of 
interest,  there  may  be  a  penalty  which  include  the  immediate  maturity 
of  the  bonds.  But  this  is  a  special  case  of  default.  It  is  fairly 
certain  that  under  these  circumstances  the  company  is  having  such 
financial  difficulties  that  neither  the  bonds  not  the  interest  will  be 
paid.  It  is  quite  possible  that  the  shareholders  will  lose  control 
over  the  company  to  the  bondholders.  A  bankrupt  company  is  to  bo 
considered  a  special  case.  It  raises  special  problems  in  law,  ad- 
ministration, and  accounting.  Throughout  our  discussion  we  assume 
generally  an  operating  enterprise  and  not  one  which  is  afeout  to  bo 
liquidated o 

The  correct  treatment  of  discount  under  the  conventional 
method  of  recording  bonds  at  par  is  easy  enough  if  a  correct  amount 
of  bond  discount  is  written  off  each  year  and  added  to  the  interest 
charges  and  the  bond  liability.  The  liability  in  the  position  state- 
ment should  be  reported  as  the  par  of  the  bonds  less  the  book  balance 
of  bond  discount.  For  example  on  the  date  of  borrowing  this  Is  as 
follows : 

Long  term  Liabilities  : 

Bonds  Payable  -  Par  ..... ........ .  $1 ,000,000 

Bond  Discount  ....................     50.000  $950,000 
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Assuming  $2,500  to  bo  the  correct  amount  of  discount  accumulated 
oach  year,  tho  conventional  ontries  each  year  for  interest  are: 

(1) 

Interest  Charges , 52,500 

Bond  Discount 2,500 

Interest  Payable  o . .  50,000 

Accordingly  at  the  end  of  the  first  year  the  liability  on  the  position 
statement  is  reported  as  : 

Long-Term  liabilities 

Bonds  Payable  -  Par  $1,000,000 

Bond  Discount  ^7.500    $   952,500 

By  this  procedure  the  net  liability  increases  .|p2,500  each  year.  At 
the  end  of  20  years  tho  entire  discount  of  $50,000  has  accumulated 
and  been  written  off.  The  bond  liability  at  that  time  is  $1,000,000 

INTEREST  ON  BONDS.  Bonds  usually  are  distinctive  in  that  they  require 
each, year  a  fixed  amount  of  interest  to  be  paid.  This  interest  claim 
must  bo  paid  before  any  dividends  can  be  paid  on  shares  of  stock.  If 
tho  interest  is  not  paid  each  year  usually  it  accumulates  as  a  liabili- 
ty and  must  be  paid  later.  Some  bonds  are  classed  as  income  bonds. 
The  interest  on  income  bonds  must  be  paid  if  the  amount  is  earned.   If 
the  interest  is  not  earnec^not  be  paid.  Often  there  are  penalties  by 
way  of  certain  restrictions  on  thr  activities  of  the  company  if  the 
bond  interest  is  not  paid.     /  it  need 

Bond  interest  usually  is  reported  as  a  distribution  of  income 
and  not  as  an  expense.  Even  though  bond  interest  sometimes  is  referred 
to  as  interest  expense,  it  is  not  properly  classed  as  expense  but  as  a 
first  claim  on  tho  distribution  of  income.  Bond  interest  may  be  deduct- 
ible in  the  determination  of  income  for  tax  purposes,  but  this  does 
not  make  the  item  an  expense.  The  impression  that  interest  is  exponeo 
might  be  the  result  of  looking  at  a  corporation  from  the  viewpoint 
only  of  shareholders.  From  the  viewpoint  of  shareholders,  bond  interest 
must  be  deducted  before  there  is  a  balance  left  for  the  shareholders. 
But  even  this  fails  to  take  into  account  tho  several  classes  of  shares 
which  have  different  priority  rights  in  the  distribution  of  income. 
If  tho  corporation  is  viewed  from  tho  standpoint  of  a  total  enterprise 
in  which  funds  have  boon  invested,  then  the  sharing  of  all  income  by 
those  who  have  contributod  the  funds  givos  a  good  explanation  of  in- 
terest as  a  distribution  of  income. 

Expense  is  defined  as  tho  consiimption  of  assots  in  the  prod- 
uction of  revenue.   This  cannot  include  interest.   The  debt  on  which 
interest  is  paid  is  a  source  of  funds,  but  tho  funds  themselves 
constitute  the  assets.   Imposing  an  additional  charge  for  the  right 
to  use  the  assets  would  appear  to  be  a  form  of  double  counting.  In- 
terest is  not  derived  from  tho  consumption  of  assets.   It  is  com- 
pensation for  tho  use  of  assets. 
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One  of  the  best  reasons  for  treating  interest  cs  a  distri.ir  ^,^:,, 
bution  of  income  is  that  of  functional  control.  The  operating  fifflinalgo-^r. 
ment  of  a  productive  enterprise  has  control  over  the  assets  aad  their'  ' 
useso  There  is  no  interest  to  bo  paid  unless  the  source  of  some  funds 
is  borrowing.   The  management  which  controls  use  of  the  assets  in  a 
corporation  does  not  control  the  sources  of  invested  fundsj:  The  top 
management  decides  how  the  funds  will  be  provided,  Thoy  caii  eTeaio 
interest  charges  --i"  ^'^t,  depending  on  "hothcr  they  provide  -the  ftjinds 
by  borrowing  or  by  shares  of  stock «  The?  operating  management  does  not  , 
make  this  decision,  [j:.:    .-'■'-■ 

The  operating  management  might  be  responsiblq  fbr" sufficient 
earnings  on  the  borrowed  funds,  but  this  applies  equally  well  to  all 
funds  and  not  merely  to  borrowed  funds.   If  interest  on  all' funds  is 
to  be  treated  as  an  expense,  then  there  must  be  an  imputed  interest 
on  share  capital  which  is  not  the  result  of  independent  transactions » 

Also  one  of  the  important  tasks  of  accounting  is  to  determino 
how  much  income  is  earned  for  distribution.  To  treat  interest  on  all 
funds  as  an  expense  would  require  recording  a  given  amount  of  earhings 
in  advance  of  earning.   It  is  better  first  to  determine  how  much  income 
is  earned  for  distribution.  Then  the  amount  can  be  stmdied  to  see  if  it 
is  sufficient. 

Even  if  interest  were  an  expense,  it  would  not  have  a  claim 
for  payment  before  provision  for  paying  many  expenses.   Interest 
usually  can  be  paid  legally  only  after  proviision  is  made  for  the  pay- 
men"^  such  as  for  labor,  materials,  and  some  kind  of  taxes.   If  the  pay- 
ment of  interest  is  required  when  it  is  not  earned,  it  can  bo  paid  only 
by  a  depletion  of  the  contributed  funds  of  the  enterprise.  Such  a  loss^ 
must  be  borne  first  by  shareholders.  The  loss  may  be  borne  in  part  by 
the  bondholders  if  there  is  failure  to  earn  interest  for  a  long  time. 

Since  the  debit  for  interest  deduction  on  the  income  statement 

is  classed  as  a  distribution  of  income  and  not  as  an  expense,  the  title 

Interest  Charges  is  preferred  to  interest  expense.  It  is  assumed  hero 

that  a  well  constructed  income  statement  includes  the  distribution 

of  income  as  well  as  a  report  of  its  sonrrog  and  computation, 

/of  expenses 

EXACT  INTEREST  ACCRUAL.   In  the  above  examples  the  yearly  interest  was 
Computed  as  an  average  for  the  entire  period  of  borrowing.  This  is 
not  accurate.   If  bonds  are  issued  at  a  discount,  the  interest  charges 

should  not  be  equal  each  your  because  the  principal  is  not 
constant.  The  principal  on  the  date  of  borrowing  is  equal  to  the  sum 
borrowed.   It  increases  each  period  as  the  unpaid  discount  accumulates. 
The  effective  rate  of  interest  is  greater  than  the  contract  rate.  This 
rate  must  be  computed.  The  effective     interest  rate  is  applied  to 
the  effective  principal,  which  increatos  each  period.  Use  of  the- 
exact  method  is  not  difficult.  The  best  procedure  is  to.  construct 
a  complete  table  of  interest  and  discount  adjustments  when  the  bonds 
are  issued  for  the  entire  period  of  borrowing.  This  schedule  then  is 
followed  easily  throughout  the  term  of  the  bonds. 

Assume  10  year  U%   interest  bearing  bonds,  par  $1,000,000;,  are 
issued  at  95  on  the  date  of  the  bonds.   Interest  is  to  bo  paid  twice 
each  year.  Thus  the  bonds  can  be  considered  2%  bonds  for  a  term  of 


<. 
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20  interest  periods.  Next  the  effective  rate  of  interest  is  determined. 
There  is  no  formula  for  this.  It  can  be  done  best  by  taking  first  the 
average  yearly  interest  and  dividing  by  the  average  principal.  This 
gives  a  rate  which  is  to  bo  tested  by  trial  and  error.  With  a  few 
trials  the  approximate  offoctive  rate  can  be  found.  The  exact  rate 
often  is  an  irrational  number,  and  a  near  approximation  must  be  used 
in  any  case.  Any  small  error  which  accumulates  can  bo  distributed 
arbitrarily. 

In  the  present  case  the  average  yearly  interest  is  computed 
as  follows  :  The  sum  borrowed  is  $950,000.  The  sum  paid  back  is 
%  1,000,000  plus  10  times  |4.0,000  or  a  total  of  $1,400,000.  The  total 
interest  for  20  periods  accordingly  is  $1,400,000  less  $950,000  = 
$450,000,  This  gives  an  average  interest  of  $22,500  per  period.  The 
average  principal  is  ($950,000  +  $1,000,000)  divided  by  2,  or  $975,000. 
The  interest  rate  based  on  those  averages  is  .02308  per  period  of  six 
months.  By  trial  this  rate  is  found  to  be  too  low.  A  rate  of  .02315 
is  almost  exact.  It  fails  to  write  off  the  total  discount  of  $50,000 
in  20  periods  by  only  $39,  This  amount  can  bo  distributed  over  the 
20  periods  at  about  $  2  oach  period,  ot   it  may  bo  added  to  the  interest 
charges  in  the  20th  pcriodg  Tho  interest  table  constructed  by  the  use 
of  this  rate  is  as  follows. 

Bond  Interest  and  Discount  Accumulation  Table 
$1,000,000  par  issued  for  10  years  at  A%  with 
interest  payable  semi-annually.  Effective 
interest  rate,  .02315  per  period. 


Period 

'  Effective 

6  months 

Paid  in 

Discount 

New  Effective 

6  months 

Principal 

Interest 
Choree.   ' 

Gash 

•  l^tijrten  off 

principal 

1 

$  950,000 

$  21,992 

'  $  20,000 

$  1,992 

$  951,992 

2 

951,992 

22,039 

20,000 

21^039 

954,031 

3 

954,031 

22,086' 

'   20,000 

2,086 

'    956,117 

A. 

•   956,117 

22,134 

20,000 

2,134 

•    958,251 

■  5  ' 

'   958,251 

22,184 

20,000 

2,184 

960,435 

6  ♦ 

'   960,435 

22,234 

20,000 

2.234 

962,669 

7. 

'   962,669' 

22,285 

20,000 

2,285 

964,954 

8   ' 

964,954' 

22,339 

20,000 

2,339 

'    967,293 

9 

967,293 

22,393' 

20,000  ' 

2,393  • 

969,686 

10 

'   969,686' 

22,448' 

20,000 

2,448 

'    972,134 

11 

'   972,134 

22,505 

►   20,000 

2,505 

974,639 

12 

'   974,639' 

22,563 

20,000 

2,563 

977,202 

13 

'   977,202' 

22,622 

'   20,000 

'    2,622 

979,824 

U 

•   979,824' 

'  22,683 

'   20,000 

•    2,683 

982,507 

15   ' 

•   982,507' 

>    22,745' 

>   20,000 

2,745 

985,252 

16 

'   985,252' 

22,809 

20,000 

2,809 

988,061 

17 

988,061' 

22,874' 

'   20,000 

2,874 

990,935 

18 

'   990,935 

22,940 

•   20,000 

•    2,940 

993,875 

19 

•   993,875' 

•    23,008" 

20,000 

3,008 

996,883 

20 

•   996,883' 

.   23,078' 

»   20,000 

3,078     ' 

999,961 
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Interest  ontriGs  for  the  first  throe  periods  are  % 

(1) 

Bond  Interest  Charges  ,,...,« o oo.  o.o »» o c  .,  21,992 

OuOaJ.      oeooeoeoooocooooa   ooooooo  o>«>*t  •;C('^* 'd'^l^Vo  oo«ooooo      <C\JawL/\J 
JjOnu.     UXSCOilIlu     oo  oc  •••  ••6o«oooeaia«e*ft'fr-oa«o  ooo*o         X  «  7  7^ 

(2)  ■  ■  ' '    ■'■■■■:■■■■ ' 

Bond  Interest  Charges  «..  o  ........... ,« ,.-,... ■,:22, 039, 

vC*wil      OO    o    eooo    a    o    «9oe    a    eoo**ed»«-**9oe4a'*-o>'eoo    o«oooo       '^Vj  oUiJL/ 

Bodd  Discount  .  o... ..«..«,»,..,.,..» ....►»jjo^,.,.^o  2^0^39 

(3) 

Bond  Interest  Charges <, .  „ .,„,.  22,086 

WCkOXl      ee«eoa«a»oso«9o»ooeooQottoo«o«*««»«««oeoooo       ^\J  q\Jyj\J 
DOXICI      JJISCOUII  w       aoo»oo«aooooQOoooo*a«o«e«o**ooc>oo  ^  p  UOO 


If  the  schedule  is  followed  without  adjustment  for  the  accumulated 
error  of  $39,  then  for  instance  the  interest  entries  for  the  20th 
period  should  be  : 

(20) 

Bond  Interest  Charges  .,  .<,...,.  o ...,  co  o  oo .  23,117 

Oc*t)Il      aoo«ooeooo    sooo    ©oooo«oooo«o    ooooe»oooo<>o«ooo       ^\J  a\J\J\J 
•DOXICZ      UXDCOUIJ.  0       •o««oooo«ooeoooo«»*oe*o*oo«oooooo  ^p  Xju   ' 

To  record  interest  charges  of  $23,078  for  the  period 
plus  an  accuTiulatod  error  of  $39. 


i/p! 


lerinri    the 


At  the  end  of  the  third /position  statement  should  show  s 

Long-term  liabilities  ~ 

Bonds  FayablG  Par o , . « o » , ,« ,  o .  o  $1,000,000 

Unaccumulated  Bond  Discount   . . , ,  „  „ , » » .  A.3o883     $956,117 

At  the  end  of  the  19th  period  the  position  statement  should  show  s 

Long-term  liabilities 

Bond  FayablG  -  Par  ... o .o ...... ..o .oo o  $1,000,000 

Unaccumulated  Bond  Discount  ..,.o...oo      3.117  $995.883 

BONDS  ISSUED  AT  A  PREMIUM.   If  the  terms  of  the  bonds  are  sufficiently 
favorable,  the  investor  will  be  willing  to  pay  more  than  paro  Suppose 
that  in  the  above  oxampi^G  the  interest  rate  is  6%o     The  investor  then 
is  willing  to  pay,  let  us  assiime,  105  for  the  more  favorable  terms. 
Accordingly  the  entries  for  the  issue  of  bonds  are  s 

(1) 

OCaOXI      ooao*oo«ooo«ooooo«o*ooo*aoao*o«oo       Xp  \J^\J  p  \J\J\J 

Bonds  Payable_j:;^_Pa£__,,^.^,,.^^^  1,000,000 

DOilQ      X  r  Gin  Xllill      eo*o    eo    o»*oooo«ooooo«*e**«o«*o«*«o«  PUpUUU 

To  record  issue  of  bonds  par  $1,000,000,  at  105. 


V 
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Again  the  bonds  payable  are  recorded  at  par  for  convenience.  Actually 
$1,050,000  is  borrowed,  which  dotormino  the  liability  to  be  recorded 
on  the  date  of  borrowing.  The  premium  of  $50,000  is  recorded  as  a 
separate  liability.  When  is  it  paid?  It  is  paid  in  part  with  each 
interest  payment.   Not  all  of  the  $30,000  contract  interest  paid  at 
the  end  of  each  six  month  period  is  true  interest.  As  in  the  case  of 
discount,  the  premium  is  applied  as  an  adjustment  to  the  interest 
charges.  However,  the  portion  01  premium  amotized  each  period  is  a 
deduction  from  the  cash  paid  in  order  to  complete  the  correct  interest 
charge.       A  total  of  $1,600,000  is  to  be  paid  back.   At  ^he 
difference  or  $550,000  is  the  total  interest  charges  for  the  twenty 
periods.  The  average  interest  each  period  is  $27,500.  On  the  average 
basis  the  interest  entries  at  the  end  of  each  period  should  be; 

(1) 

Bond  Interest  Charges 27,500 

Bond  Premium 2 ,  500 

Cash 30,000 

To  accrue  interest  charges  and  unite  off 
bond  premium. 

The  exact  interest  may  be  computed  as  in  the  above  case  of  discount. 
The  computed  rate  based  on  the  above  averages  is  $27,500  ^  $1,025,000 
=  ,02682.  A  trial  indicates  this  rate  is  too  high.  After  one  or  two 
more  trials  at  selected  lower  rates  it  is  found  that  the  rate  of 
.02674  is  almost  exact.  This  rate  fails  to  amotize  the  total  premium 
of  $50,000  during  the  twenty  periods  by  only  $10,  Such  a  small  error 
can  be  distributed  arbitrarily  by  reducing  the  interest  charge  one 
dollar  for  each  of  ten  periods  if  a  now  table  is  to  be  prepared.  Or 
if  the  schedule  based  on  the  rate  of  .02674  is  used,  the  $10  error 
may  be  deducted  from  the  interest  charge  of  the  last  period.  The 
schedule  based  on  this  rate  is  as  follows  ; 
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Bond  Interest  and  Premium  Amortization  $1,000,000 
par  for  10  years  at  3%   semi  -  annuallyo  Effective 
rate  =  » 02674., 


Period 

Effective 
PrinciDal 

6  months 
Interest 

Cash  Paid 

Premium 

New 

Principal 

1. 

$1,050,000 

$  28,077 

$  30,000 

"1  1,923 

$  1^048^077 

2 

1,048,077 

28,026 

30,000 

1,974 

1,046,103 

3 

1,046,103 

27,973 

30,000 

2,027 

1,0/,/,,  076 

U 

lo04iV,076 

27,919 

30,000 

2,081 

l,oa,995 

5 

1,0A1,995 

27,863 

30,000 

2,137 

1,039,858 

6 

1,039,858 

27,806 

30,000 

2,194 

1,037,664. 

7 

1,037,664 

27,747 

30,000 

2,253 

l,035,ai 

8 

1,035,411 

27,687 

30,000 

2,313 

1,033,096 

9 

1,033,098 

27,625 

30,000 

2,375 

1,030,725 

10 

1,030,723 

27,562 

30,000 

2,438 

1,028,285 

11 

1,028,285 

27,496 

30,000 

2,504 

1,025,781 

12 

1,025,781 

27,361 

30,000 

2,571 

1,023,210 

13 

1,023,210 

27,361 

30,000 

2,639 

1,020,571 

U 

1,020,571  ' 

27,290 

30,000 

2,710 

'       1,017,861 

15 

l,017,f6l 

27,218 

30,000 

2,782 

1,015,079 

16 

1,015,079 

27,U3 

30,000 

2,857 

1,012,222 

17 

1,012,222 

27,067 

30,000 

2,933 

'       1,009,289 

18 

1,009,289 

26,988 

30,000 

3,012 

1,006,277 

19 

1,006,277 

26,908 

30,000 

3,092 

1,003,185 

20 

J 

1,003,185 

L — . _____J 

26,825 

30,000 

L_„__.^ __J 

3,175 

1,000,010 

Totals  ' 


'$  600,000  '$  49,990 


The  interest  entries  for  each  of  the  first  three  periods  are 


(1) 
Bond  Interest  Charges  „ . 
Bond  Premium  ,000000000000. ,<> 

O  U  0 1 1  aoeoo900oooo  oeoooooooosoooo 


00000 oooooooooo^oo   ^OjW// 


o  •  o  o  o  o  o 


30,000 


(2) 
Bond  IntGrGst  Charges  ooooooooooo.oooooooo 

Bond.      JrrGini'UIIl      oooooooooo«o«oooooooooooooooo  -L37  '  A- 

wCLSn       909    ooooooog    ooo«oo»o«oo«©o»o«o    •o«oooooooo»o        ^U^UUU 


28,026 


(3) 
Bond  Interest  Charges  .o.#ooooo oooo.o  27,973 

Bond.      rTGHliU.ID.      o«ooooooooooooooooooooooooooo  ^9  \J^  I 

L/^Sxl      ooooaoooo»oo        ««ooooooOo»oo»ooooeoooot30oooo       J\J  ^\J\J\J 


If  the  above  schedule  is  followed  the  interest  entries  for  the  20th 
period  should  be  s 
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(20) 

Bond  Interest  Charges  26,815 

Bond  Premium 3,1S5 

Cash 30,000 

To  record  interest  for  the  20th  period  and 
amortize  the  orror  in  bond  premium  $10. 

At  the  end  of  20  interest  periods  the  par  of  the  bonds  $1,000,000 
comes  duo.  It  is  paid  in  cash  and  the  following  entries  are  required, 

.   (20) 

Bonds  Payable  -  Par  ., 1,000,000 

Cash ...1,000,000 

To  pay  $1,000,000  bonds  at  par  on  maturity  date. 

The  bond  premium  is  reported  as  a  liability  in  the  statement  of 
financial  position.  The  base  to  which  the  effective  rate  of  interest 
is  applied  is  par  plus  the  premium.  Since  the  premiiim  is  a  liability 
to  bo  paid  by  an  cpportionmatt  of  yearly  cash  payment  between  interest 
and  promiiun  charges,  it  is  correct  to  speak  of  the  debits  to  the  pre- 
mium account  as  amoistization.  The  debits  write  off,  or  amortize,  the 
liability.  At  the  end  of  ton  periods  for  example  the  position  state- 
ment should  show  bond  liabilities  as  follows: 

Long-term  liabilities: 

Bonds  Payable  -  Par $1,000,000 

Bond  Premium  28.285  $1,028,285 

ISSUE  BETWEEN  INTEREST  DATES.  A  bond  contract  must  bo  written  long 
before  actual  issue  of  the  bonds.  Tho  interest  payable  begins  to 
accrue  on  the  date  of  the  bonds  which  is  fixed  long  in  advance.  If  an 
investor  buys  a  bond  between  interest  dates  he  will  receive  interest 
0'\  •'.,■'0  t,   mo   for  the  entire  period  of  accrual  regardless  of  how  long 
he  has  held  the  bond.  This  advantage  must  be  adjusted  in  tho  price  of 
the  bond.  Bonds  usually  are  purchased  at  a  stated  per  cent  of  par 
plus  accrued  interest.  Bond  interest  is  usudlly  stated  at  the  nominal 
yearly  rate,  but  often  it  is  payable  twice  each  year.  For  convenience 
the  interest  dates  may  be  fixed  as  January  1,  and  July  1.  Suppose  a 
20  year  issue  of  A%  bonds  calls  for  interest  payments  on  January  1 
and  July  1,  Anyone  who  owns  some  of  these  bonds  on  these  dates  will 
receive  2%   interest  on  par.  If  the  bonds  are  issued  March  1,  the 
holder  can  collect  interest  for  6  months  by  holding  the  bonds  only 
U   months.  The  purchaser  accordingly  will  be  charged  for  2  months  in- 
terest in  the  price  of  the  bonds,  or  $6,66  per  $1,000  bond.   If  the 
issue  price  is  $95,  entries  for  the  $1,000,000  issue  are: 

Mcrch  1 

Cash 956,667 

Bond  Discount  50,000 

Bonds  Payable-Par  1,000,000 

Interest  Payable 6,667 

To  record  issue  of  bonds  sold  at  95  and  accrue  2  months  interest. 
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On  July  1  when  the  first  intorcst  payment  is  madej  the  entries  should 

bo  s . 

July  1 

Interest  Charges  -..oo.oo..o«..oo.oo..o,oo  14>173 

Interest  Payable     o. ..  o , « . .  o  oo  <>  o » o  o  o.  6,667 

wUOXl       eo*oooooeooooeeoo«o««ooOt>oo.oo«o«ooooaeoooooo       fC\J  a  \J\J\J 

DOa^X        X/XOCoOlZXl^         0»000000*a0*00040009««00*00000000»0  Orfc^L^ 

The  20  -  year  bonds  are  issued  2  months  after  their  effective  datoo 
Hence  they  are  in  effect  issued  for  238  monthso  By  the  average  mothod 
discount  should  be  written  off  over  238  months j  or  at  the  rate  of 
$210  per  month.   Interest  charges  the  first  period  should  be  for  4- 
months,  or  $13,333  interest  accrued  and  paid  plus  4.  months  discount 
accumulated  of  $840,  a  total  of  $14., 173.       ....   ,■ 

BOND  ISSUE  COST,  There  is  always  considerable' cost  of  issuing  bonds <. 
There  are  special  accountants  ' ,  appraisers ' ,.  lawyers ' ,  and  underwriters ' 
fees  and  printing  costs.  Usually  the  costJS  boo  large  to  write  off 
arbitrarily  as  an  expense  during  the  year  of  issue o  The  benefit?  ^ 
received  accrue  throughout  the  term  of  the  bonds.  Hence  the  bond  issue 
cost  properly  should  be  deferred  as  an  asset  and  written  off  over  the 
life  of  the  bonds.    ^""^^ 

Bonds  issue/is  an  intangible  asset  which  should  not  bo  confused 
with  bond  discount.   Issue  cost  is  a  true  cost  which  is  paid,,  Bond 
discount  results  from  failure  to  receive  par  from  the  first  purchaser 
of  the  bonds.  There  is  a  clear  distinction  to  be  made  between  a  neces- 
sary cost  which  must  bo  paid  for  a  service  to  be  rocoivod  and  failure  to 
receive  a  larger  sum  from  the  issue  of  bonds. 

Bond  issue  cost  and  bond  discount  sometimes  hava  been  addod 
together  on  the  assumption  that  in  practice  the  two  cannot  be  dis- 
tinguished clearly.  An  investment  banker  might,  for  example,  take 
the  entire  lot  of  bonds  at  95  nnd  bear  the  marketing  costs  himself. 
Hew  much  of  the  difference  between  the  price  received  and  par  is  issue 
cost  and  how  much  is  discount?  The  clue  to  the  answer  is  discovery 
of  the  first  purchaser  of  the  bonds.  If  the  investment  banker  buys  the 
entire  lot  unconditionally  at  95,  the  |5  is  discount  entirely.   The 
company  has  no  issue  cost  except  for  any  amounts  which  are  billed 
separately.   If  the  investment  banker  takes  the  lot  on  this  wholesale 
basis  he  assumes  the  marketing  costs  himself.  The  company  should  not 
accrue  any  costs  of  marketing  to  be  borne  by  the  purchaser.  If  the 
investment  banker  acts  only  as  agent  and  does  not  agree  to  buy  the 
bonds  at  95,  then  he  will  submit  statements  for  the  issue  costs  paid. 
If  the  net  proceeds  are  95  and  the  issue  costs  are  $10  per  $lj,000 
bond,  then  the  issue  price  is  96  and  the  discount  is  4-.  Entries  for  . 
$1,000,000  par  then  should  be  ? 

(1)         ■  ■  ^"^' 

Bond  Discount  ,.,...,......,...,,..,,-  4-0 ,000 

Bond  Payable-Par  .........  .....,..■,,.  o...  .1,000,000 

To  record  issue  of  bonds  at  96, 
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(2) 

Bond  Issuo  Cost 10,000 

Cash 10,000 

To  record  bond  issue  cost. 

If  both  transactions  are  with  the  same  banker,  ho  might 
remit  merely  the  95  and  receive  no  cash  in  return.  This  should  make 
no  difference  in  the  analysis  of  the  transaction.  For  purposes  of 
auditing  the  records,  it  might  be  best,  on  the  basis  of  the  statement 
which  the  banker  submits,  to  combine  the  parts  of  the  transaction 
in  the  following  entries  : 

(1) 
Cash 950,000 

Bond  Discount  40,000 

Bond  Issue  Cost  10,000 

Bond  Payable  -  Far  1,000,000 

The  bond  issue  cost,  being  an  intangible  asset  with  a  service 
life  equal  to  the  term  of  the  bonds,  should  be  written  off  periodically 
by  the  straight  line  method  approximately.   The  amount  written  off  is 
not  an  operating  expense  because  it  comes  from  the  method  of  financing 
the  business  and  not  from  the  production  or  marketing  of  the  product. 
The  issue  cost  written  off  is  to  be  reported  as  a  special  deduction 
after  revenue  is  stated  net  of  expense  on  the  income  statement.  The 
item  is  not  an  interest  adjustment. 

The  bond  discount  is  to  be  written  off  by  the  method  described 
earlier  It  is  written  off  as  an  interest  adjustment.  On  the  date  of 
borrowing,  the  above  transactions  should  affect  the  statement  of 
financial  position  as  follows  : 

Assets  '     Long-term  liabilities 

Cash 1950,000  '  Bond  Payable  -  Par     $1,000,000 

Bond  Issuo  Cost 10.000  '  Bond  Discount            AO.OOO 

$960,000  $  960,000 


:=  I 


PROVISION  FOR  RETIREMENT.  Since  bonds  are  liabilities,  they  must  bo 
paid  on  a  certain  date.  The  amount  usually  is  large  so  that  con- 
siderable planning  is  necessary.  Bonds  usually  are  paid  in  cash. 
Sometimes  they  aro  convertible  into  other  equities  by  choice  of  the 
bondholder.  If  the  bonds  are  paid  in  cash,  the  cash  may  be  provided 
by  issue  of  new  bonds  before  the  old  bonds  become  due.  Or  the  cash 
may  be  provided  by  funds  received  from  revenue  over  a  period  of  years. 

Provision  for  the  payment  of  sinking  fund  bonds  is  made 
by  the  establishment  of  a  special  fund  of  assets  in  the  hands  of  a 
trustee.  This  sinking  fund  usually  is  required  by  the  terms  of  the 
bonds.  Each  year  a  cash  coniribution  is  made  to  the  trustee.  The 
trustee  invests  the  cash  with  consideration  of  the  rate  of  income, 
safety,  and  ability  to  convert  the  investments  into  cash  in  time  for 
payment  of  the  bonds. 
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The  sinking  find  contribution  each  year  requires  the  following 
journalo  entries,  using  assumed  amounts  for  the  contribution  and  incomo„ 

(1) 
Sinking  Fund  o » » <,  o .  „  <> ,  <> « , « o » » o » » « <, » » » o  <,  o  o »  10,000 

\JIX  oil   OOOOOOOOOODOOOOOOOOOODOO^O.  ooooooooooooooooo    ^\J  a  VJ'— 'VJ 

Earnings  of  the  fund  are  recorded  on  tlio  company's  books  when  the 
trustee  makes  a  report  of  the  conditic-n  of  the  fundo  For  example 
if  earnings  are  $500,  then 

(2) 
Sinking  Fund  oooocooooooooooooooooooooooo  500 

Singking  Fund  Income  ,  c » <, « o « o » » « ,  <,  o .  <, » o  o  o  o » o  <>  500 

The  sinking  fund  is  an  asset  of  the  company  even  though  the 
trustee  has  control  and  title  to  the  fund„  The  entire  beneficial 
interest  belongs  to  the  borrowing  companyo  The  sinking  fund  should  not 
be  deducted  from  the  bond  liability  even  though  it  is  to  bo  used  only 
for  payment  of  the  bonds.  Until  the  bonds  are  paid  the  sinking  fund 
is  a  distinct  asset  and  the  bonds  are  a  distinct  liability  independent 
of  the  fundo 

Sometimes  the  bond  contract  requires  a  restriction  of  retained 
earndings  until  the  bonds  mature.   In  other  words,  by  agreement  with  the 
bondholders,  not  all  of  the  yearly  income  can  be  distributed  to  share- 
holders <,  This  restriction  is  recognized  by  the  following  bookkeeping 
entries  each  year,  assuming  a  restriction  of  $10,0000 

(1) 
Retained  Earnings  ,  „ , ,  „  o » o  o » , » « .  o , , » ,  o  10  o  000 

Reserve  for  Bond  Retorement  o . » o  o « <> » » <, « o  o  <.  <,  o , »  10,000 

This  reserve  presumably  is  accrued  to  the  full  maturity  value  of  the 
bonds  on  the  maturity  date.  However  this  restriction  of  earnings 
provides  no  funds  for  the  payments  of  the  bonds „   But  by  limiting 
the  payment  of  dividends  it  conserves  current  assets  elsewhere  report- 
ed in  the  hands  of  the  company.  There  is  no  protection  for  the  bond- 
holders against  losses  by  the  company,  and  moreover  the  current  assets 
may  become  invested  in  fixed  assets. 

When  the  bonds  are  paid  in  cash  at  matiirity,  the  Reserve 
for  bond  Retirement  of  bonds  is  no  longer  requiredo   If  the  reserve  is 
provided  from  retained  earnings  to  the  full  maturity  value  of  the  bonds ^ 
then  the  bonds  can  be  paid  with  assets  which  in  20  years  have  been 
derived  from  earnings  or  other  sources.  The  reserve,  being  no  longer 
required,  may  be  restored  to  the  Retained  Earnings  account.  The  compamy 
then  has  replaced  a  source  of  funds  from  bonds  with  a  source  of  funds 
from  retained  earnings, 

BONDS  PAID  BEFORE  MATURITY,   Bonds  may  bo  callable,  that  is,  at  tho 
choice  of  the  company,  tho  bonds  may  be  paid  before  maturity  date. 
Thus  funds  provided  for  retirement  of  bonds  may  be  used  to  pay  some 
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of  the  bondP  before  maturity.  This  might  be  objectionable  at  times 
because  it  prefers  some  creditors  over  others. 

Sometime  a  company  may  purchase  its  own  bonds  in  the  open 
bond  market.  The  purchase  may  be  on  very  favorable  terms  below  par. 
Such  a  gain  by  retiring  a  bond  at  a  price  below  book  value  usually 
is  reported  as  income.  But  the  mofet  important  point  to  be  noted 
here  is  that  treasury  bonds,  i.e.  bonds  reacquired  by  the  issuing 
company,  are  effectively  retired.  Those  treasury  bonds  are  cancellations 
of  liabilities  and  not  assets.  A  distinction  aometimes  is  made  bet- 
ween bonds  which  have  been  reacquired  and  legally  cancelled,  so  that 
they  cannot  be  reissued,  and  bonds  which  are  not  cancelled  and  can 
be  reissued.  This  makes  no  difference  in  the  classification  of 
treasury  bonds  as  liability  deductions.  Bonds  held  in  the  treasury 
of  the  company  are  not  assets  anymore  than  is  a  cancelled  note  which 
has  been  paid.  No  interest,  of  course,  is  paid  on  treasury  bonds,  as 
this  would  inflate  both  the  bond  interest  charges  and  the  bond  interest 
income  of  the  company. 
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Chapter  .23    THE  FLOW  OF  FUNDS 

One  of  the  more  important  statements  which  interprets  the 
financial  activities  of  an  enterprise  is  a  statement  of  the  flow  of 
funds.  A  fund  is  an  asset.  Or  it  may  be  a  group  of  similar  assets  if 
the  entire  group  is  devoted  to  a  single  purpose.  A  fund  exists  usually 
in  the  form  of  cash  or  the  near  equivalent  in  current  assets. 

A  flow  of  funds  statement  serves  to  emphasize  certain  financial 
operations  and  relationships  which  are  not  disclosed  either  in  the 
position  statement  or  in  the  income  statement.  During  any  given  period 
of  time  there  are  receipts  of  cash  and  conversions  of  cash  into  variotis 
forms.  New  ftcids  may  be  ireceived  from  revenue,  from  borrowing,  or 
from  additional  shareholder  investment.  New  funds  sometimes  are      \ 
provided  by  the  conversion  of  fixed  assets. 

A  flow  of  funds  statement  identifies  the  various  sources  of 
new  current  assets  on  the  one  hand,  and  on  the  other  hand  it  states 
what  disposal  has  been  made  of  these  assets.  The  statement  is  not  to  ^ 
confused  with  a  statement  of  cash  receipts  and  expenditures.  The 
flow  of  funds  statement  classifies  the  soui-ces  of  current  assets  by 
important  related  groups  and  gives  also  the  dispossil  of  these  funds 
by  important  related  groups.  The  statement  attempts  to  summarize  in 
order  that  the  general  effect  of  the  changes  is  not  lost.  At  the  same 
time  enough  detail  is  preserved  to  make  interpretation  meaningfulo 
For  instance,  all  current  assets  are  treated  as  homogeneous.  All 
current  liabilities  are  treated  as  homogeneous.  Net  current  assets, 
which  often  is  called  working  capital  is  the  center  of  attention. 
Sometimes  the  flow  of  funds  statement  is  arranged  so  that  the  conclud- 
ing amount  in  the  statement  is  the  change  in  net  current  assets  during 
the  period.  The  other  sources  and  uses  of  funds  consist  of  large  items 
which  may  be  identified  separately. 

FORM  OF  STATM'ENT.  The  form  of  statement  for  the  flow  of  funds  which 
is  simplest  to  construct  is  a  twc  column  self -balancing  form.  The  first 
part  consists  of  a  statement  of  the  sources  of  new  current  assets. 
These  ustially  sires  (l)  Revenue  from  ordinary  operations. 

(2)  Extraordinary  revenue  or  income. 

(3)  Long-term  borrowing, 

(4)  Issue  of  additional  shares  of  stock, 

(5)  Conversion  of  fixed  assets. 

The  second  part  consists  of  the  uses  which  have  been  made  of  the  new 
current  assets. 
These  usually  are: 

(1)  Retained  in  current  asset  form. 

(2)  Payment  of  iong  term  debt. 

(3)  Retirement  of  shares  of  stock, 

(4)  Purchase  of  plant  and  equipment.  s 

(5)  Purchase  of  other  investment  assets, 
(e)  Payment  of  interest. 

(7)  Payment  of  dividends. 

(8)  Payment  of  taxes. 
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The  two  parts  of  course  are  jbi  balance  only  if  all  sources  and  uses 
are  accounted  foro  This  form  is  particularly  useful  for  the  beginning 
student,  because  it  is  the  simplest  form  which  contsdns  the  essentials. 
After  this  first  step  is  mastered,  then  both  the  content  and  arrange- 
ment of  the  statement  can  be  studied  for  imporvemento 

SOURCES  OF  DATAo  If  well  constructed,  one  of  the  important  sources  of 
information  for  the  flow  of  funds  is  two  comparative  statements  of 
financial  position»  Changes  in  the  statement,  of  course,  must  be 
supported  by  the  factSo  In  any  case  the  flow  of  funds  statement  must 
account  for  changes  in  the  position  statemento  Some  of  the  data  for 
the  flow  of  funds  statement  comes  from  the  position  statement  and  some 
comes  from  the  income  statemento  How  well  the  income  statement  serves 
as  a  source  of  information  for  this  piirpose  depends  upon  how  this 
statement  is  constructedo  Usually  some  information  is  reqtdred  which 
is  not  reported  ordinarily  on  either  the  position  statement  or  the 
income  statemento  This  collateral  information  must  come  from  a  variety 
of  supplementary  records.  For  instance,  depreciation  expense  might 
be  an  important  item  to  be  taken  into  account  in  computing  sources  of 
funds  from  the  income  statement j  depreciation  often  is  not  separately 
reported  in  the  income  statemento  The  bond  interest  charges  must  be 
analyzed  for  amortization  of  bond  premium  and  bond  discounto  Sometimes 
certain  tsx  payments  are  not  separately  reported  in  the  income  state- 
ment, even  though  it  may  be  desirable  to  report  taxe  payments  as  a 
use  of  funds o  The  sale  and  purchase  of  fixed  assets  also  may  be 
important  sources  and  uses  of  funds;  yet  these  items  usually  are  not 
reported  in  the  income  statement  in  any  form|  only  the  profit  or  the 
loss  on  a  sale  is  reported.  Thus  the  sources  of  data  are:  (l)  Compara- 
tive position  statements  for  the  beginning  and  end  of  the  period, 
(2)  The  income  statement  for  the  period,  and  (s)  Supplementary  sources 
depending  ixpon  the  dstail  which  is  to  be  disclosed  on  the  statement 
of  the  flow  of  fundso 

PROCEDURE  FOR  CONSTRUCTIONo  The  professional  accountant  prepares  a 
flow  of  funds  work  sheet  with  columns  for  classification  of  the  data. 
A  second  procedure  which  perhaps  is  better  for  the  beginning  student 
is  the  use  of  skeleton  T  accounts  which  reflect  the  changes  in  fundSo 
As  an  introduction,  however,  a  more  direct  approach  is  preferable o 
The  following  illustration  therefore  vrLll  be  done  by  interpretation 
of  changes  in  the  regular  yearly  financial  statements  together  with 
other  supplementary  information  which  should  be  readily  available o 
This  will  illustrate  the  fundamental  nature  of  the  flow  of  funds 
report.  The  use  of  a  work  sheet  or  skeleton  T  accounts  may  be  found 
helpful  in  more  complex  examples. 

In  a  flow  of  funds  statement  all  current  assets  and  current 
liabilities  are  treated  as  a  single  fund.  Accordingly  it  Is  necessary 
to  construct  a  statement  of  current  assets  and  current  liabilitieso 
A  separate  report  is  made  which  states  each  current  asset  and  eaoh 
current  liability  for  the  beginning  and  ending  dates  of  the  periodo 
The  difference  between  cmiTent  assets  and  current  liabilities  often 
is  called  working  capital.  Change  in  working  capital  is  a  source  or 
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a  use  of  funds  depending  on  whether  there  is  a  decrease  or  an  increase 
respectively. 

ILLUSTRATION.  Assume  comparative  position  statement  data  of  company 
X  for  the  end  of  year  A  and  year  B  as  follows. 

X-Corporation 
Comparative  Position  Statements,  December  SI 
Debits  19-B       19-A 

Accounts  Receivable  ••......<, 15,000  ....•  18,000 

Inventories  .<, ...<> o...o.«  25,000  .o...  23,500 

Equipment  ..» 56.500  .....  25.500 

$85,000  $70,000 


Credits 

Accounts  Payable  ,...o.o«o«e.o $22,000  ...o.  $19,000 

Allowance  for  Bad  Debts  ,...«<>.«o.o..o....o   1,800  .«».<,   1,900 
Allowance  for  Depreciation  .ooao.oeo. ...•.<>   5,000  ....,   3,000 

Capital  Stock  .•••• 50,000 40,000 

Retained  Earnings 6.200  .«.».   6«100 


85,000      $70,000 


The  income  statement  for  year  19-B  is  as  follows? 

X-Corporation 
Income  Statement 
Year  19-B 

Net  Sales  ,.. <> ....o..  $70,000 

Factory  Cost  of  Sales $26j,500 

Selling  Expenses  «.. 20,000 

General  Esqjenses 10.000  56.500 

Net  Revenue $15,500 

Loss  on  Sale  of  Equipment  a. i.^ ................ o....  1.500 

Balance $12,000 

Income  Taxes  .•.•..... ..••••.... 6.000 

Balance  After  Taxes  .••.••.••.«.««. ............c.  $  6,000 

Dividends 5.900 

Carried  to  Retained  Earnings  ..o.. $   100 

Retained  Earnings,  Jan.  1  ..» ..,.0. 6.100 

Retained  Earnings,  Dec e  31  eaa.....*o>.o.aeo......  $  6, 200 


Additional  data  available; 

(1)  There  is  an  increase  of  equipment  $13,000,  The  reason  for 
this  can  be  found  in  the  records.  It  is  important  to  know 
how  much  new  equipment  has  been  purchased. 

* 

(2)  The  increase  in  Allowance  for  Depreciation  of  $  2,000  must 
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♦be  analyzed*  fhis  information  is  available  normally  in 
the  records* 

(S)  The  reason  for  increase  in  Capital  Stock  of  $10,000  must 
be  knovn* 

(4)  The  expense  in  the  income  statement  must  be  analyzed  for 
those  arising  from  the  use  of  current  assets,  and  some 
like  depreciationj/does  licjt, 
which 
Answers  to  these  questions  are  found  in  the  records,  it  is 
assumed,  as  follows: 

(1)  An  item  of  old  equipment  was  sold  for  5^1,500  cash.  The 
original  cost  was  $5,000  and  the  book  value  vas  ^3,000, 
New  equipment  was  purchased  for  cash  $18,000., 

(2)  The  allowance  for  depreciation  was  reduced  i>2,000  for 
\^ite  off  of  old  equipment.  Additional  depreciation  was 
credited  for  $4,000,  The  depreciation  charge  is  included 
^|500  in  inventories,  •'^700  in  general  expenses  and  4^2,800 
in  factory  cost  of  salos. 

(3)  Additional  shares  are  sold  for  cash  at  bar  §10,000. 

(4)  General  expenses  include  *700  depreciation  on  onuipment 
and  Factory  Cost  of  Sales  includes  $2,800  depreciation  on 
equipment « 


j» 


i¥on  the  ebovo  data  it  is  possible  to  construct  a  statement 
of  the  so\H*ces  and  uses  of  current  fundG  during  the  year.  First  we 
v/ill  compile  a  stateraont  of  changes  in  ciorront  './orking  capital  as 
follows. 

C^yry^i>t  Assetg 

Increase 

19-A  19-B  (Decrease ) 

Gash,, .,,..,.........$  8,500  J  5,000  3  3,500 

Account  Recoivable-Net,,. ••.  13,200  16,100  (2,900) 

Inventories ^ .>.^. ■>..>.  25.000  25.500  1^500 

:':6,700  :;44,600  ■;;  2,100 


Current  liabilities 
Change  in  vrorldns  Capital  1^24,700         ^25,600 


Accounts  ^';iy:;ble »•••• '''22.000         .$19.000        i":  5.000) 

{rj,       900) 


This  statement  shcrs  that  cui'rcnt  'jorlcing  capital  has  decreased  ';;'90C^ 
during  year  19B,  This  decrease  c:^ipl'-d.ns  a  source  of  funds  which 
was  used  for  other  purposes. 
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Next  we  can  construct  a  simple  statement  which  shows  the 
sources  of  all  new  fmids  available  duidng  the  year  and  what  uses  were 
made  of  these  fimdse 

X"€orporation 
Flow  of  Funds  Statement 
Year  19  -  B 
Sotireea  of  Funds 
ReTenue  froni   Sales  ooo(>eaa«.aee.oooooo>o $70^ 000 

Less!  Giirrent  Expenses  » o . o » . , » . » » o « « o .  SsI DOG  I'^'oOOO 
Equipment  Cost  converted  to  invsnotry  o  o  o .  o .  o «. »  .  .  500  $17p 500 

waXe  Ol  'Ciq'UXpmen'D  oeooooeoeeoooooa»eoooooeoeoo«0«6p.o.o9'    ,X^O'J\J,    -    — 
Issue  of  Shares  of  StOek  ooooooeoa'aooaeo30oo<>o>aa»aooe    10;,  000 

Decrease  in  working  capital  .o,e<><,ooo.ooooo<.oo»o»oooo <..___^00 

lOt^aJ.  ee9deooc*o'«eooooo»oo  v<^  ^s  ^UO 


Appliec 

Purchase  of  New  Equipment  .oooo(,ooooeoo.»o<,eo<,<.o»ooooo  $18j)000 

A  Sy^Sil  w    or     XI1C0II16     X&X^S     odeoeeosooooooooo&pooooooeooee  Dq  UUU 

^clj^  lllc  I*  w     OX          X  VXOoZlCl      o*ooooeooooooOoaoeoooooooeoooooooo  .j*^J^i  Jii  WiWi 

XO  wSX      »o*ooeooeieoo«ootfoooe  HP**-yo  */vAJ' 


The  source  of  funds  from  operations  is  net  sales »  Net 
ssiles  is  defined  as  the  extent  to  which  csarrent  ass&ts  are  made 
available  by  delivery  of  product  to  customer g,,  If  the  total  is  report- 
edj,  then  the  cautlay  for  eurrent  expenses  may  be  reported  as  an  applica- 
tion of  funds,  fiowevers  because  of  the  close  relationship  between 
revenue  and  expenses  ^  it  seems  best  to  offset  these  items  and  to  state 
only  the  net  funds  produced  by  operations.  This  incltsdes  the  transfer 
of  #500  equipment  cost  to  current  inventorieso 

Sometimes  the  net  revenue  from  operations  is  reported  as  a 
source  of  funds,  then  the  ncn--«ash  expenses  like  depreciation  are 
added  back.  This  procedtire  is  objectionable^  because  it  tends  to 
leave  the  impression  that  depreciation  charges  are  a  soiree  of  funds. 
Depreciation  is  a  cost  which  is  derived  from  plant  assets  and  not 
from  the  current  outlay  of  cash  or  use  of  other  current  fundsp 
Depreciation  charges  are  neither  a  source  of  funds  nor  do  they  use 
funds.  If  they  are  deducted  together  with  other  expenses  from  funds 
produced     by  revenue^  then  they  must  be  added  back  in  order  to 
correct  the  error.  There  is  an  exception  only  in  the  case  of  transfer 
of  plant  and  eqtdpment  cost  to  current  inventories.  A  straightforward 
presentation  of  funds  provided  by  operations  and  their  Tises  for  current= 
ly  paid  expenses  seems  preferable o  Much  the  same  problem  arises  in 
the  case  of  accruing  bond  discount  or  in  writing  off  bond  premium*;?'. 
The  only  use  of  funds  is  the  current  cash  payment  for  interest. 
This  does  not  correspond  to  the  interest  charge  reported  in  the  income 
statement  if  the  interest  charge  includes  adjustment  for  bond  discount 
or  premium. 

The  reason  for  an  increase  in  shares  of  stock  outstanding 
must  be  known.  If  the  shares  are  issued  for  non==current  assets.,  then 
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they  are  not  strictly  sources  of  current  funds*  However,  it  might 
be  desirable  to  include  the  recdpt  of  any  fixed  assets  as  a  use  of 
funds.  There  is  no  substantial  difference  betireen  this  exchange  of 
shares  for  plant  assets  and  issuing  shares  for  cash  which  is  used 
to  purchase  plant  assets. 

The  depreciation  included  in  inventories  should  receive 
special  attention.  Depreciation  often  is  sinnmstrily  referred  to  as 
expense.  In  the  present  case  if  the  total  depreciation  of  $4,000  is 
considered  a  non-<jash  expense,  the  reported  source  of  funds  from 
operations  is  $17,500  instead  of  $17,000.  The  depreciation  included 
in  the  inventory  could  go  unnoticed.     This  item  of  $500  is  derived 
from  operations  but  not  from  sales.  It  is  the  conversion  of  equipment 
cost  into  the  current  inventory  which  is  not  sold.  The  inventory  is 
valued  at  cost  including  depreciation.  But  since  the  inventory  can 
be  classed  as  a  ciirrent  asset,  it  comes  within  the  present  definition 
of  a  fxmd. 

The  working  capital  schedule  consolidates  all  changes  in 
current  assets  and  cxirrent  liabilities  with  the  intent  of  reporting 
the  net  change  as  a  single  item.  If  current  working  capiteil  decreases, 
it  is  assumed  to  be  a  sottrce  of  funds  which  have  been  used  elsewhere. 
It  helps  to  £U5count  for  the  total   of  funds  applied.  If  there  is  an 
increase  in  ciorrent  working  capital,  the  increase  should  be  reported 
as  use  of  funds.  That  is,  some  funds  derived  from  other  sources  are 
held  on  hand  in  current  form. 

The  uses  of  funds  may  be  summarized  as  applied  to  the  purchase 
of  non-current  assets,  to  the  payment  of  long-tenn  debt,  to  the  retire- 
ment of  shares,  or  to  payments  which  have  not  been  included  in  current 
expenses.  Payments  which  are  not  included  in  current  expenses  are 
interest  payments,  dividends,  and  sometimes  taxes. 

Iliere  is  no  particular  rigid  form  in  which  a  statement  of 
flow  of  funds  is  required  to  be  presented »  The  above  statement  might 
be  arranged  for  example  as  follows. 

Funds  Provided: 

Net  Sales $70s,000 

Less? Current  Expenses  .«.b..o.o...  55o000  $17^000 
Provided  from  Sale   of  Equipment  .....<>....  1,500 
Provideu  by  Issue  of  Shares  ...o..o..9....o  10,000        ; 
Conversion  of  Plant  Assets  to  Inventory  ...    500 
Total  new  funds  provided  ...o .....<>... $29, 000 


Funds  were  used  to: 

Purchase  new  equipment  ....<,..,  oo .  $18, 000 

Pay  income  taxes  ••••..••• »..   6,000 

Pay  dividends , .....ooo.   5,900  $29o9Q0 

Resulting  in  a  nieduction  of  working  capital j.  $   900 
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SECOND  ILLUSTRATION.  The  I  Company  has  the  following'  comparative 
data  on  its  position  statements,. 

December  31 

Debits                       19-D  19-C 

Gash o. .$  50,000  $  22,000 

Accounts  Receivable ....«,  25,000  21,000 

Invantories  o ,«■ 70,000  55,000 

Supplies  Fund o,.,   3,200  3,600 

Sinking  Fund ...,,..,  10,000  

Land 20,000  

Buildings  15p,000  

Equipment 30,000  '18,000 

Intangible  Assets  — 7.000 


Totals $358,200     $124,600 


Credits 

Accounts  Payable  $  49,500  $   24,000 

Taxes  Payable  20,000  16,000 

Bonds  Payable 150,000        

Bond  Premium 2,500  —  - 

Capital  Stock-Par  100,000  50,000 

Premium  on  Capital  Stock  2,000        - 

Reserve  for  Bonds  .« 5, 000  — — '  » 

Retained  Earnings  21,200  29,780 

Allowance  for  Bad  Debts  , 500  320 

Allowance  for  Depreciation-Building  1,500  — - 

Allowance  for  Depreciation  Equipment  ....  6.000 4.500 

Total $358,200  $124,600 
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they  are  not  strictly  sources  of  current  funds*  However,  it  might 
be  desirable  to  include  the  recdpt  of  any  fixed  assets  as  a  use  of 
funds.  There  is  no  substantial  difference  between  this  exchange  of 
shares  for  plant  assets  and  isstiing  shares  for  cash  which  is  used 
to  purchase  plant  assets* 

The  depreciation  included  in  inventories  should  receive 
special  attention.  Depreciation  often  is  summarily  referred  to  as 
expense.  In  the  present  case  if  the  total  depreciation  of  $4,000  is 
considered  a  non-<;ash  expense,  the  reported  source  of  funds  from 
operations  is  $17,500  instead  of  $17,000,  The  depreciation  included 
in  the  inventory  could  go  unnoticed.    '  This  item  of  $500  is  derived 
from  operations  but  not  from  sales.  It  is  the  conversion  of  equipment 
cost  into  the  current  inventory  which  is  not  sold.  The  inventory  is 
valued  at  cost  including  depreciation.  But  since  the  inventory  can 
be  classed  as  a  current  asset,  it  comes  within  the  present  definition 
of  a  fund. 

The  working  capital  schedule  consolidates  all  changes  in 
cxirrent  assets  and  current  liabilities  with  the  intent  of  reporting 
the  net  change  as  a  single  item.  If  current  working  capital  decreases, 
it  is  assumed  to  be  a  soxirce  of  funds  which  have  been  used  elsewhere. 
It  helps  to  account  for  the  total  of  funds  applied.  If  there  is  an 
increase  in  current  working  capital,  the  increase  should  be  reported 
as  use  of  funds.  That  is,  some  funds  derived  from  other  sources  are 
held  on  hand  in  current  form. 

The  uses  of  funds  may  be  summarized  as  applied  to  the  purchase 
of  non-current  assets,  to  the  payment  of  long-term  debt,  to  the  retire- 
ment of  shares,  or  to  payments  which  have  not  been  included  in  current 
expenses.  Payments  which  are  not  included  in  current  expenses  are 
interest  payments,  dividends,  and  sometimes  taxes. 

liere  is  no  particular  rigid  fprm  in  which  a  statement  of 
flow  of  funds  is  required  to  be  presented.  The  above  statement  might 
be  arranged  for  example  as  follows. 

Funds  Provided: 

Net  Sales $70^000 

Less  J  Current  Esqsenses  .•»a««o...».  55o000  $17ci000 
Provided  from  Ssile  of  Equipment  ....oo....  1,500 
Provideu  by  Issue  of  Shares  .•.o..«e.oo...o  10^000        j 
Conversion  of  Plant  Assets  to  Inventory  . « .    500 
Total  new  funds  provided $29,000 


Funds  were  used  to: 

Purchase  new  equipment  ...........  $18,000 

Pay  income  taxes  •••o...** ».<>   6,000 

Pay  dividends o.   5,900  |29o900 

Resulting  in  a  lieduction  of  working  capital  77777717?   900 
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SECOND  ILLUSTRATION,  The  I  Company  has  the  following  comparative 
data  on  its  position  statements. 

December  31 


Debits  19-.D 

Cash o $50, 000 

Accounts  Receivable  o..... 25,000 

Inyantories 70,000 

Supplies  Fund 3,200 

Sinking  Fund 10, 000 

Land 20,000 

Buildings  15p,000 

Eqiiipment 30,  000 

Intangible  Assets  

Totals $358,200 


19-G 

I  22,000 

21,000 

53,000 

3,600 


18,000 
7.000 


$124,600 


Credits 

Accounts  Payable  $  49,500 

Taxes  Payable 20,000 

Bonds  Payable 150,000 

Bond  Premium 2,500 

Capital  Stock-Par  100,000 

Premium  on  Capital  Stock  2,000 

Reserve  for  Bonds 5,000 

Retained  Earnings  21,200 

Allowance  for  Bad  Debts  , 500 

Allowance  for  Depreciation-Building  1,500 

Allowance  for  Depreciation  Equipment  . ...  6.000 

Total $358,200 


$  24,000 
16,000 


50, 000 


29,780 
320 

4«500 


$124,600 
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The  ineome  stateaent  for  year  19D  is  as  follows, 

I-Company 

Tear  19-D 

Net  Si&les *..•••«,•.•»•.. $500,000 

Factory  Cost  of  Sales  •••«^«*»«*«..««..«  $250,000 
Selling  Expenses  »«**4>«««»t»««»««)i«««««*»  175^000 

Other  Expenses  .••*•••••.•*...••••.••. ..__53i330 478.550 

Net  Revenue  $  21,670 

Bond  Interest  Charges  *«««»*•««•«»•«»*>«»..>«»««.««.«....    8«750 

Balance  •«..*.. ••.•.•«#»«»«'»«««*it.«««.«...* »..  $  12,920 

Income  Taxes  •••••••  ..«««■«>»*•».<<.««...>...»«......«■«    4«500 

Balance  •».•««.•••»•••*..•... 7$  8,420 

Less:  Reserve  for  Bonds  ••••.•«••«••••«••» ...».».«..    5.000 

Balance  ...•«••. •• $  5,420 

Dividends  •««•«•••••••««,.•••••..••••««»• 5^000 

Reduction  in  Retained  Earnings  •»»  *......  $  1,580 

Retained  Earnings  January  1  •••«« $  29,780 

Wj»itt  eff  of  Intangibl«t  #•«-••»*••♦••*»♦.    7.000 22.780 

Retained  Earnings  December  31  «•...* $  21,200 


Additional  information  required: 

(1)  Expenses  include  $2,700  for  depreciation  of  building  and 
equipment* 

(2)  Land  which  was  rented  previously  was  purchased  for 
$20,000,  buildings  for  $150,000,  and  equipment  for 
$12,000,  all  for  cash, 

(5)  The  inventory  consists  of  $69,700  cost  of  direct 

materials,  direct  labor,  and  butden  which  includes  $300 
for  depreciation  of  plant  assets. 

(4)  The  Allowance  for  depreciation  account  has  been  increased 
-•"*^'          by  the  amounts  which  were  charged  to  work  in  process  and 

expenses:  $1,500  for  building  and  $1,500  for  equipment. 

(5)  Bonds  were  issued  for  cash  at  102  in  the  par  amoxmt  of 
$150,000» 

(6)  Shares  of  stock  x/ere  issued,  500  shares  par  $100  for 
cash,  at  102. 

(7)  The  bond  premium  of  $5,000  created  during  the  year  has 
been  reduced  $500  by  making  a  credit  to  the  bond  interest 
charges  during  the  year. 

.  Beginning  with  the  comparative  position  statements  and  taking 
the  items  approximately  in  the  order  given,  we  can  construct  a  state- 
ment of  the  flow  of  funds  dtirlng  the  year. 
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First  we  \d.ll  contract  a  statement  of  changes  in  working  capital o 

I-Gompany 
Changes  in  Cxjrrent  Working  Capital 

Tear  ended  Decy  51-19D  .^crease 

Current  Assets             19=D  19-0  (Decrease ) 

Cash     •ao«o<i»aoooooo<>caoooooo«*aao»*oo9<>o#     50j,000  $     22^000  $    2  8  j)  000 

Accounts  Receivable-Net  o . .  o » . .  o » o  o  <. .  o  o  o     24,  500  20,  680  5^  820 

Inventories  oo..eooo<,<,oo<,«o<.o.o.oooooooo     70^000  53p000  17j,000 

Totals  .oooo,...,ooo « ^, » ,,*^<j-,4-,$147j,700  I  -QSpSSO  "1^15^420 

^Wrent  Liabilities 

Accounts  Payable  «,o.o.o.o.o,o.ooooo..<.o$  49,500  $  24,000  $   25,500 

Taxes  Payable  .. o, o.o.  =  .oo.o, »<><>. .<,.o. .  o  20.000  16.000  4i.Q0C  . 

Totals  . o . o  o  o  o  o „ . o  o . . o . o  o  c . c ..|  69,500  $  40,000  |  "297500 

Net  Working  Capital  .eoo.o= » » „ „ .o..oc...$  78,200  $  59,280  #  18,920 


Contlntalng  with  the  items  iii  the  position  statement,  and 
taking  all   the  known  information  into  accotint,  we  can  state  the  follow- 
ing sources  of  new  funds  and  their  uses  during  the  year. 

I-^ompany 
Flow  of  Funds 

Year  19-D 
Sources  of  New  Funds 
Operations  s 

i^&V     Q£LL6@      oooooooooeoeooooooo      ^01>L/^  \)\J\J 

Required  By  Current  Expenses   475.650  $  24,370 

Plant  Assets  Converted  to  Imrentory  ,o      500  $   24,670 

X3oUi@      OL      1>OZ1C10      oe9000oo«ooooeooo««oo«oooo*ooooooooo«  XOOp  WV>'U' 

Issue  of  Shares  of  Stock  o.. .<>..s.oa.«.<>o....<>   52 . OOP 

■^O  wQhJ.       eooooaoo0«ouoooooooo0«**ooe<»»oe09oao       ^^tC^a  O  f\J 


Uses  of  Nev  Funds 
Invested  in  Sinking  Fund  00.00..000000000.000.0.0000  *  10, 000 

Purchase  of  Land  oe..aaoaaoo..9*«o.oa.oa..o.oo<>oo..o  20, 000 
Purchase  of  Building  o.a.eussosoe.oo.a.oeo.u.aeses.o    150, 000 

Purchase  of  Equipment  0.00.0... o<,<,..aa«oe.«.oe..  ...  12, 000 
Payment  of  Income  Taxes  ao.aooooDoo.ooooooo.oaoooooo  4, 500 
x'^aymen'u  ox  j^&er^es v  oo.oooooeo«*oooooo.ooooooooo..o.  «?, cow 
Payment  of  Dividends  ».ooooo.«ooo..ooo<.o..oo.o»oo.»o  ___^^QQQ 

1 0  vaX   OO.OOOAOO   000000000.  oooooa.oo.ooo.o  ^^Jm'Jm   f  D\J 

Increase  in  current  working  capital  ooooo.o,<...»oo.o   18^ 920 

29.670 


The  statement  of  working  capital  requires  little  comment « 
It  shows  analysis  of  this  current  fund.  Often  the  composition  of  the 
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current  working  capital  is  more  important  than  a  mere  statement  of 
the  amount. 

Operations  have  produced  #24,670  new  funds,  of  which  ^|J24,370 
has  come  from  sales,  after  provision  for  current  expenses,  and  ^300  has 
come  from  the  transfer  of  plant  assets  to  the  inventory  held  on  hando 

Bonds  sold  at  a  total  premium  of  $3,000  produced  $153.o000 
cash,  and  new  shares  of  stock  issued  at  104  produced  $52,000,, 

Investment  in  the  sinking  ftmd,  the  purchase  of  land,  build- 
ings, and  equipment  which  were  formerly  rented,  all  for  cash  are  uses 
made  of  funds. 

The  payment  of  taxes  might  be  treated  as  a  ciurrent  expense 
and  deducted  from  funds  provided  from  operations  like  ctirrent  expenses 
as  an  alternative  procedure. 

The  interest  in  payment  i/as  $9,250,  although  the  iJiterest 
deduction  in  the  income  statement  was  only  #8,750<,  Of  this  payment  $500 
was  applied  to  a  reduction  of  the  bond  premium  which  is  a  long  term 
liability.  This  reduces  the  bond  premium  created  during  the  year  from 
$3,000  to  #2,500. 

Dividends  should  be  reported  as  a  use  of  current  funds  <,  The 
shareholders,  who  have  a  primary  interest  in  the  flov:  of  funds,  are 
interested  especially  in  this  item.  In  cases  where  large  income  is 
reported  and  small  dividends  are  paid,  the  shareholders  often  want  to 
know  the  reason  for  withholding  the  distribution  of  income^,  A  flow 
of  fund  statement  should  supply  part  of 'the  answer. 

The  vrrite  off  of  intangible  assets  reported  in  the  income 
statement  reduces  Retained  Earnings  but  does  not  use  fundso  Reduction 
in  the  reported  intangible  assets  does  not  produce  any  funds,  not  does 
it  use  any  funds. 

The  Reserve  for  Retirement  of  Bonds  does  not  change  the  I\mdSo 
The  item  remains  part  of  retained  earnings,  but  its  tise  is  reatricted. 
It  does  not  produce  or  use  fundSo  Presumably  it  xd.ll  accumulate  until 
the  bonds  are  paid  in  cash.  Then  it  may  be  restored  to  the  Retained 
Earnings  account.  The  fact  that  this  reserve  does  not  equal  the 
contribution  to  the  sinking  fund  is  of  no  special  importance.  Either 
the  sinking  fund   or  the  reserve  may  be  provided  in  any  amount  regardless 
of  the  other. 

The  total  esimings  on  the  capital  stock  during  the  year  i§ 
$8,420  before  the  write  off  of  intangible  assets,  and  $1,420  if  this 
write  off  is  included.  The  fact  that  the  dividends  paid  during  the 
jrear  were  not  earned  diiring  the  year  expalins  in  part  a  reduction  in 
Retained  Earnings  of  $8,580.  This  fact  is  not  a  serious  matter  since 
the  working  capital  from  which  dividends  are  paid  is  large.  However, 
payment  of  dividends  cannot  be  continued  for  long  unless  they  are 
earned  currently. 

Note  that  no  income  or  loss  appears  in  the  statement  of  funds© 
Since  funds  are  created  by  revenue  rather  than  income,  no  income  need 
be  reported.  If  expenses  exclusive  of  depreciation  on  plant  assets, 
etc.  exceed  revenue,  then  such  a  loss  must  be  reported.  It  may  be 
reported  as  a  use  of  funds  from  other  sources.  Or  it  may  be  deducted  f 
from  funds  provided  from  other  sources..  There  is  net  much  involved  in 
this  choice.  However,  it  appears  that  the  ordinary  reader  would  consider 
such  a  loss  as  a  use  of  funds  to  cover  this  operating  loss. 


Chapter  24  FUND  ACCOUNTING  WITH  BUDGET 

One  of  the  important  areas  which  has  developed  in  modem 
accounting  is  the  use  of  eertsdn  special  funds.  The  principles. of 
fund  accounting  have  been  developed  largely  in  governmental  acsowitingo 
But  it  is  important  In  many  institutions  such  as  schools,  hospitals 
and  other  non-profit  activities. 

One  important  difference  between  fond  accounting  and  acco^ant- 
ing  required  by  most  productive  enterprises  is  in  the  definition  of  the 
\mit  of  activity  for  which  the  axjcount/  "  is  done.  In  meet  t-asiness 
enterprises  the  accounting  is  done  fo:-  a  legal  crganJ.zatioa  as  a  wJiole. 
This  is  especially  true  in  the  case  of  a  business  corporation.  The 
enterprise  may  be  operated  privately  or  by  the  govemaent.  The 
organization  as  a  whole  may  be  very  complei^.  It  may  have  many  depart- 
ments or  branches  which  reqiiire  a  degree  of  separate  accoontingi  but  in 
any  event  the  various  activities  and  departments  are  consolidated  into 
a  unified  enterprise.  In  fund  accounting  a  special  activity  is  the 
point  of  view.  In  most  productive  enterprises,  revenue  is  earned  by 
the  delivery  of  a  product  or  service  to  customers.  The  ultimate 
purpose  usTially  is  profit  for  the  enterprise. 

In  enterprises  where  the  fund  concept  of  accounting  is  most 
widely  applicable,  the  motive  usually  is  not  profit,  auid  the  revenaes 
are  not  derived  solely  from  the  delivery  of  service  to  customers. 
For  example  in  a  department  of  the  government  the  principal  soorce  of 
revenue  is  taxes  which  are  not  related  to  services  delivered  to 
particxilar  customers.  In  an'  institution  like  a  university  a  principal 
source  of  revenue  is  fees  charged  to  st'adentii,  but  usually  this  is 
a  small  part  of  the  total  revenue  required.  Endowment  income;^  gifts, 
and  appropriations  by  the  government  usually  conjjtitute  a  large  part 
of  the  total  revenue  of  schools.  These  enterprises  have  expenseSp  but 
the  matching  of  expenses  and  revenue  serves  a  different  purpose  than 
it  does  in  productive  enterprises  operated  for  profit.  In  a  productive 
enterprise  expenses  are  ccntrollad  by  prospective  revenue.  In  xkon- 
profit  institutions  prospective  revenue  does  not  determine  the  expenses. 
In  these  institutions  often  the  merit  of  the  activity  is  considered 
first  with  the  financial  aspects      placed  in  the  background.  If 
it  is  decided  that  the  activity  should  be  carried  on  for  the  public 
benefit,  then  methods  of  financing  the  enterprise  are  consideredo 
If  revenue  is  to  be  raised  by  tax  receipts,  for  example,  the  amount  of 
possible  tax  collections  sets  an  Upper  "".imit  to  the  activity.  Usually 
it  is  not  considered  appropriate  to  majdndze  revenue  through  taxes, 
and  then  to  decide  how  best  to  use  the  revenue. 

In  fund  accounting  the  budget  sometimes  is  given  more  formal 
consideration  than  is  done  in  many  productive  business  enterprises. 
The  budget  often  is  subjected  to  legal  controls  which  do  not  have  to 
be  observed  in  other  productive  business  enterprises.  The  budget  may 
be  enacted  by  law.  In  accoxmting  for  many  funds,  the  budget  is  record- 
ed b7'  formal  bookkeeping  entries  just  as  are  the  actual  transactions 
with  outside  parties.  In  large  productive  enterprises  the  budget  and 
its  relationship  to  the  transactions  of  performance  has  taken  on  great 
importance;  it  is  an  important  means  of  business  control.  In  smaller 
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enterprises  conscaousnead  o^  "the  budget  usually  is  not  so  great  and 
it  may  not  be  recognized  in  the  books  of  account. 

One  can  extend  use  of  the  fund  theory  of  accounts  to  include 
all  enterprises;  but  this  is  not  the  traditional  view,  and  its  use  is 
not  so  necessary  as  it  is  in  the  case  of  special  activities. 

The  fiand  technique  of  accounting  has  been  developed  extensive- 
ly by  an  American  organization:  The  Nationsil  Committee  on  Government 
Accounting  of  the  Municipal  Finance  Officers  Association  of  the  IMted 
States  and  Canada.  This  organization  has  developed  a  model  system  of 
accounts  which  functions  well  in  many  government  units.  The  principles 
and  procedures  have  been  set  forth  so  cleaurly  that  they  serve  as  a 
basis  of  further  study  by  the  beginning  student. 

Effective  learning  often  is  possible  by  the  use  of  an  effective 
model.  The  model  should  be  stiitable  to  as  large  a  nimber  of  actual 
situations  as  possible.  Deviations  from  any  model  are  expected  to  be 
found,  but  the  only  alternative  is  to  learn  so  many  specific  details 
that  the  educational  process  becomes  near  hopeless. 

It  is  not  the  purpose  here  to  elaborate  in  any  detail  on 
uses  of  this  widely  accepted  fund  system  of  accounts.  It  is  our 
purpose  rather  to  introduce  this  method  of  accoiuating  in  an  elementary 
approach.  It  is  believed  that  the  concept  of  accounting  which  is 
created  by  use  of  the  fund  approach  may  become  as  widely  applicable 
as  is  that  of  the  traditional  total  enterprise  approach.  First  we 
will  name  the  kinds  of  funds  which  usually  are  adequate  for  any  govern- 
mental agency,  then  we  will  select  a  general  ftmd  for  illustration  of 
principles. 

A  General  Fund  finances  the  activites  of  a  miit  of  govern- 
ment for  which  no  other  specific  fund  is  provided.  There  is  use  of  a 
legal  budget  which  is  recorded  in  the  accounts  by  jotirnal  entries  and 
ledger  postings.  The  matching  of  revenues  and  expenses  for  purposes 
of  profit  and  loss  is  not  of  primary  importance.  The  fund  consists 
only  of  current  items?  that  is,  it  excludes  the  accounting  for  fixed 
assets  and  long-term  liabilities. 

A  Bond  Fund  accounts  for  the  authorization,  issue,  and 
expenditure  of  the  proceeds  borrowed  from  a  given  issue  of  bonds. 
Its  purpose  is  to  account  for  the  receipt  and  disposal  of  cash  from 
a  single  issue  of  bonds.  It  does  not  account  for  any  fixed  assets  nor 
any  long  term  liabilities.  These  are  separately  accounted  for. 

A  Sinking  Fund  is  the  accimulation  of  resources  for  a 
specific  ptirpose  on  a  specified  date.  It  is  controlled  by  a  budget 
which  is  made  part  of  the  regular  accounts.  The  use  of  this  fund  is  not. 
confined  to  governmental  departments.  It  is  used  also  by  many  ordinary 
commercial  enterprises.  In  commercial  enterprises  the  sinking  fund 
budget  may  well  be  integrated  with  the  actual  transactions  just  as  is 
recommended  in  government  accounting. 

A  Trust  Fund  consists  of  property  for  which  an  agent 
acts  as  administrator  and  trustee  for  another.  Sometimes  profits  and 
losses  are  important,  but  one  of  the  principal  features  is  the 
necessity  to  comply  with  legal  requirements  determined  by  statutory 
law  or  by  the  trust  agreement. 

A  Special  Revenue  Fund  functions  similar  to  the  general 
fund,  but  it  differs  in  that  thare  is  strict  legal  control  over  the 
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purpose  for  which  the  fund  can  be  used.  The  fund  usually  has  but  a 
single  purpose.  This  requires  separation  from  all  other  financial 
activities  of  the  organization  under  whose  charge  the  fund  is 
administered. 

A  Working  Capital  Fund  as  described  in  our  model  govern- 
mental procedure  unfortunately  has  a  title  which  tends  to  mislead  the 
beginning  student.,  In  general  financial  circles  working  capital  is 
defined  as  various  forms  of  cvtrrent  assets.  The  name  here  has  a 
different  meaning.  This  fund  is  essentially  a  separate  business 
activity  ;diich  is  conducted  on  a  profit  making  basis.  Any  large  unit 
of  government  has  need  of  extensive  services  such  as  for  general 
repairs,  printing,  storage,  etc.  This  activity  can  be  centralized  for 
efficient  management  and  can  provide  effective  service  to  all  depart- 
ments of  the  government.  It  is  important  in  the  interest  of  economy 
to  know  the  full  cost  of  providing  this  service.  Hence  the  expenses 
must  be  kept  on  a  profit  making  basis  just  as  in  the  case  of  a  commercial 
enterprise.  Revenue  is  derived  from  the  sale  of  service  to  other 
departments.  Selling  prices  usually  are  administered  such  as  to  cover 
cost  without  a  profit |  but  this  makes  no  difference  in  accoxinting 
procediure.  Matching  expense  and  revenue  is  important.  Hence  this 
fund  is  to  be  accounted  for  much  as  is  the  case  in  a  profit  making 
enterprise. 

Long-term  Liabilities  are  accounted  for  as  a  group  of 
accounts  separate  from  all  other  funds  because  these  liabilities  usual- 
ly are  not  dependent  on  any  existing  funds  for  their  retirement »  It 
is  a  general  principle  in  accounting  that  a  liability  should  be  carried 
as  part  of  an  existing  fund  which  is  responsible  for  its  pajnnent.  Thus 
in  an  ordinary  business  enterprise  long-term  liabilities  are  reported 
on  the  regular  position  statement  which  includes  an  accounting  of  the 
resources  for  payment.  A  group   of  long-term  liabilities  cannot  be 
caQ-led  a  fund  properly,  because  the  group  does  not  contain  any  assets. 
Hovrever  the  procedure  of  accounting  for  this  group  of  accovmts  is  worth 
study  in  some  detail,  because  it  illustrates  the  use  of  double  entry 
accounting  for  a  homogeneous  group  of  self-b£Q.ancing  aocoiants. 

General  Fixed  Assets  are  not  reported  as  part  of  any 
other  fund.  They  cannot  be  used  as  security  for  paying  debt.  They 
are  carried  at  original  cost  without  depreciation  usxially  until 
retired  from  use.  The  important  considerations  on  the  one  hand  are 
the  types  of  physical  assets  and  the  amount  of  invested  cost  in  these 
assets.  On  the  other  hand  there  is  to  be  reported  the  sources  from 
which  the  invested  cost  is  derived.  The  assets  are  not  depreciated 
because  there  is  no  need  to  compute  the  cost  of  current  use  on  an 
accrual  basis.  They  are  not  involved  in  the  computation  of  periodic 
income  or  loss.  Fixed  assets  usually  do  not  come  within  the  definition 
of  a  fund,  but  they  are  accounted  for  as  a  separate  group. 

Two  other  kinds  of  funds  which  require  separate  accounting 
are  those  for  special  assessments  on  property  and  those  for  the 
operation  of  public  utilities »  A  special  assessments  fund  involves 
no  methods  or  principles  which  cannot  be  readily  deduced. . 

Accounting  for  the  production  of  a  public  service  such  as 
electricity,  water,  etc.  requires  no  procedures  which  are  different 


I 


297  _        [  \ 


generally  from  commercial  accountingo  The  financial  activities 
of  the  enterprise  are  co-extensive  with  the  productive  and  marketing 
activities  of  the  enterprise.  The  product  is  sold  to  customers  at 
prices  which  are  proportionate  to  the  amount  of  service  dellveredo 
There  is  accordingly  an  accnial  of  revenue  and  expenses  which  are 
matched  for  the  purpose  of  computing  income  or  loss.  The  fund  includes 
both  current  and  fixed  assets  in  use.  It  includes  both  short-term  and 
long-term  liabilities  because  the  business  activities  of  the  fund  provide 
the  resources  with  which  the  liabilities  will  be  retired*  While  this 
fund  has  none  of  the  peculiarities  of  fund  accounting,  the  funds  for 
other  purposes  must  be  excluded  from  this  group. 

A  GEHERAL  FUND  WITH  BUDGET  ILLUSTRATED.  In  the  present  example  it  is 
assumed  that  a  fund  is  created  by  the  enactment  of  a  legal  budget,  as 
in  a  unit  of  the  government.  A  legislative  or  other  legal  body  ap- 
proves the  expected  expenditures  and  the  taxes  which  will  provide 
the  money.  Kie  budgeted  tax  collections  which  are  legally  levied 
give  the  fund  a  contingent  asset.     This  continget  asset  is  called 
Estimated  Revenue.  The  bvidgeted  expected  expenditures  is  called 
Appropriations.  If  Estimated  Revenue  is  a  contingent  asset,  the 
Appropriations  is  a  contingent  fund  balance.  The  fund  balance  usually 
is  called  Sxirplus.  The  title  Surplus  is  perhaps  not  so  descriptive 
of  the  item  as  the  term  Fund  Balance.  Use  of  the  title  Surplus  is 
being  abandoned  rapidly  by  the  accounting  profession  generally  because 
of  its  unfortunate  suggestive  implications*  The  word  surplus  general- 
ly conveys  the  meaning  of  being  in  excess  of  requirements »  In  some 
funds  this  meaning  is  appropriate.  In  others  it  is  noto  In  a  general 
fund  it  seems  aK>ropriate  at  the  end  of  a  year  after  all  expenditures 
and  other  obligations  have  been  paid  or  provided  for.  It  is  appropriate 

if  the  meaning  is  scanething  in  excees  of  the  budget  requirement. 
The  contingent  assets  and  fund  balance  are  therefore  recorded  by  the 
following  entries  at  the  beginning  of  a  period  when  the  budget  is 
approved. 

(1) 

Estimated  Revenue .....000...0,  100, 000 

Appropriations  .•••••••. •o.«..o..aeo..«..o..  100,000 

To  record  the  bxidget. 

Both  the  estimated  Revenue  and  the  Appropriations  are 
summary,  or  controlling  accounts.  There  must  be  subsidiary  entiy 
postings  to  support  both  the  general  ledp«»r  and  subsidiary  accountso 
There  must  be  a  subsidiary  debit  account  for  each  source  of  revenues 
Also  there  must  be  a  subsidiary  credit  account  for  each  expected 
expenditure  which  has  been  approved  in  the  budget.  The  accounts  in 
the  subsidiary  ledgers  usTially  are  designed  with  many  columns.  It 
is  especially  necessary,  as  the  activities  of  the  year  proceed,  to 
compare  estimated  revenue  with  actual  revenue  accrued  or  collected. 
This  is  made  easier  if  both  the  btidgeted  estimates  and  the  actusiliBveniies 
are  posted  to  different  columns  on  the  same  page  of  a  subsidiary  account. 
Again  it  is  equally  desirable  to  compare  currently  the  appropriations 
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with  the  expenditures  and  other  committments.  Thus  the  suS^sidiaocy 
accounts  for  appropriations  are  designed  also  vd.th  columns  for  posting 
both  the  original  appropriations  and  the  later  actual  expeAditiffes* 

Estimated  Revenue  and  Appropriations  need  not  be  eqtial, 
A  surplus  account  is  credited  for  the  balance  if  the  appropriations 
are  less  than  the  estimated  revenue.  If  appropriations  exceed 
estimated  revenue,  there  mtjpt  be  provision  to  meet  the  excess 
expenditures  from  some  other  source.  This  excess  of  appropriations 
over  estimated  revenue  requires  a  debit  for  the  balance  called  a 
Deficito    The  deficit  may  be  met  in  cash  by  borrowingo  Borrowing 
cannot  eliminate  the  dificit,  but  it  can  provide  the  additional  assets 
required.  Often. ,  however,  the  deficit  is  cancelled  by  an  existing 
Surplus  which  remeiins  from  previous  yrears.     For  example,  suppose 
estimated  revenues  are  $110,000  and  appropriations  are  |lOO,000, 
Then 

(1) 

Estimated  Revenues^*. 110,000 

Appropriations  .•••••••••.. 100,000' 

Surplus  10,000 

To  record  the  budget. 

Suppose  the  estimated  revenue  is  $125,000  and  the  appropriations  are 
$130,000.  Then 

Estimated  Revenues  125,000 

Deficit  5,000 

Appropriations ......o  130^  000 

To  recoM  the  budget. 

As  revenues  axe   collected,  as  from  taxes,  the  collections 
are  recorded  by  the  following  summary  entries. 

(2) 
Cash  .0. 25,000 

Tax  Revenues <> oo.o...  25,000 

To  record  taxes  collected  in  cash. 

Some  taxes,  such  as  levies  on  property,  are  almost  certain 
of  collection,  since  the  government  may  »eize  the  property  in  case  of 
defaxilt.  When  the  amounts  which  can  be  coxleoted  from  this  source  is 
sufficiently  certadn  the  item  may  be  accrued  as  an  asset  by  entries 
such  as  the  following. 

(3) 

Taxes  Receivable 75,000 

Tax  Revenue  , 75,000 

To  accrue  property  taxes. 

Taxes  Receivable  is  a  controlling  account  which  must  be  supported  by  a 
tax  levied  on  individual  properties.  Usually  the  collection  of  suck 
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taxes  can  be  enforcedo  These  individual  levies  constitute /the  govern- 
ments' tax  roll.  Thereafter  the  procedure  of  collection  alid  bookkeeping 
entries  are  similar  to  those  for  the  collection  of  accotonts  receivable 
in  any  commercial  enterprise*  Cash  is  debited  and  Taxes  Receivable 
are  credited.  Sometimes  an  AHovrance  for  Ifticollectible  Taxes  is 
provided  in  the  same  manner  as  an  Allowance  for  Bad  Debts  is  provided 
in  commercial  enterprises.  Regardless  of  the  legal  means  of  enforce- 
ment, sometimes  the  full  amount  of  a  tax  levy  cannot  be  collected. 

Expenditures  are  accounted  for  in  two  waysc  Since  it  is  so 
important  to  operate  within  the  legally  approved  budget,  it  is 
necessary  to  record  not  only  all  purchases  and  payments;  it  is  necessary 
also  to  record  a  committment  to  purchase  before  the  goods  is  received. 
This  is  done  by  debiting  Encumbrances  and  crediting  Reserve  for 
Encumbrances  for  the  prospective  cost  such  as  follovrso 

(4) 
Encumbrances  .<.«.••»•«•«,»»»««.. •«••  10,000 

Reserve  for  EncTimbrances  •o*«««o».<>.e«  10,000 

Encumbrances  is  a  controlling  account  which  must  be  supported  by  sub- 
sidiary debits  in  the  subsidiary  expense  ledger*  Encumbrances  are 
contingent  expenditures  which  are  fully  expected  to  I'estilt  in  actual 
expenditures  for  approximately  the  same  amount.  The  encumbrance  is 
therefore  accounted  for  generally  as  a  supplement  to  actual  expenditiires. 
The  Reserve  for  Encimibrances,  not  a  controlling  account^  is  a  supplement 
to  the  fund  balance,  or  surplTis.  It  is  a  committed  part  of  the  fund 
balance  similar  to  restricted  surplus  as  reported  in  commercial  enter- 
prises. When  the  order  or  committment  is  fulfilled,  the  encumbrance 
is  replaced  by  actual  expenditure,  which  reqviires,,  for  example,  the 
following  entries* 

(5) 

Expenditures •»••■»«•.••••...  9,990 

Vouchers  Payable  .«,«.«., 9,990 

To  record  the  expenditure. 

Expenditures  is  a  controlling  account  which  requires  subsidiary  post- 
ings. The  encumbrance  accounts  have  now  served  their  usefulness  and 
should  be  cancelled  by  the  following  entries. 

(6) 
Reserve  for  Encumbrances  ..o. .......  10,000 

Enctmibrances  •«««i«i««^<>««<w«iN«vM>»iH>-»»<i^»*««  10,000 
To  write  off  the  enctirabrance  for  the 
earlier  committment. 

It  may  be  repeated  that  no  fixed  assets  of  any  kind  axe 
recorded  in  this  kind  of  fund.  Fixed  assets  purchatsed  are  recorded 
when  purchased  as  expenditures  in  the  general  fond  just  as  illustrated 
in  the  above  entries.  But  the  fixed  assets  are  entered  also  in  a 
special  group  of  accounts  for  general  fixed  assets  only* 
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Special  note  shotild  be  made  of  the  accovint  Expenditure  So 
This  title  is  not  sjoionjnnous  either  with  expense  or  cash  payments  as 
in  commercial  accounting.  Expenditures  is  the  debit  which  accounts 
for  the  value  received  either  in  the  form  of  a  current  service,  asset, 
or  other  benefit.  It  is   matched  on  the  credit  side  either  by  a  cash 
payment,  by  a  current  inventory  credit,  or  by  a  current  liability. 
It  is  not  an  expense  because  it  is  not  an  accrual  of  cost  in  proportion 
to  the  consumption  of  any  asset.  The  account  usually  does,  or  may, 
include  all  types  of  committments  on  completed  contracts.  It  is  there- 
fore a  controlling  account  which  is  supported  by  many  items  of  expendi- 
ture in  detail.  It  reports  nearly  all  expenditures.  If  desired,  a 
few  of  the  expenditures  may  be  separated  in  specieil  accounts,  such  as 
is  often  done  for  interest  payments  or  the  retirement  of  long  term 
debt. 

The  procedure  of  closing  the  ledger  for  the  fund  differs  from 
that  used  in  ordinary  commercial  accounting.  Since  there  is  to  be 
no  accounting  for  profit  or  loss,  ar  income  statement  is  not  prepared. 
Instead,  there  is  need  for  the  analysis  of  changes  in  fund  balance  or 
surplus  or  deficit.  In  the  closing  procedure,  expenditxires  and 
encumbrances  are  matched  with  appropriations.  Hence  the  expenditures 
account  and  the  encumbrances  account  are  closed  into  the  appropriations 
account.  This  reflects  in  summary  form  the  extent  to  which  expenditures 
and  encumbrances  have  come  withing  the  limits  of  the  approved  budget. 
On  the  other  hand  there  is  need  to  match  actual  revenue  with  estimated 
revenue.  Estimated  revenue  accordingly  is  closed  into  the  actual 
revenue  account.  This  reflects  the  extent  to  which  revenue  has  met 
the  budgeted  expectation. 

In  the  opening  budgetary  entries,  any  expected  surplus  or 
deficit  is  adjusted  to  the  fund  balance  at  that  time.  Later  in  the 
closing  procedure  any  excess  or  deficiency  in  actual  expenditures  and 
encumbrances  over  appropriations  is  closed  to  the  fund  balance o 
Likewise  any  excess  or  deficiency  of  revenue  over  the  estimated  amount 
is  closed  to  the  fund  bsilance.  As  a  result,  the  fund  balance  becomes 
adjusted  to  the  actual  fund  balance  at  the  end  of  the  fiscal  period. 

A  trial  balance  is  taken  of  all  accounts  in  the  fund  ledger 
at  the  end  of  each  fiscal  period,  just  as  is  done  in  the  case  of  a 
commercial  enterprise.  The  financial  statements  which  are  prepared 
from  the  trial  balance  consist  of  (l)  a  balance  sheet  for  the  fund 
and  (2)  a  statement  of  changes  in  the  fund  balance.  Since  conformity 
to  the  budget  is  more  important  than  profit  or  loss,  the  statement  of 
changes  in  fund  balance  includes  both  the  budget  data  and  the  performance 
data. 
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ILLUSTRATION  OF  CLOSING  AND  STATEMENT  PROCEDURE,  Illustrating  these 
principles  ftnrther  with  the  use  of  transaction  data,  we  have  the 
following.  We  will  begin  with  an  existing  fund  which  consists  of: 

X-General  Fund 
January  1-1965 


Gash $13,000 


Fund  Balance  $13,000 


Transaction  for  the  year  including  the  budget  are  as  follows. 

(1)  A  budget  is  approved  which  calls  for  expenditures  of 
$305,000«  This  is  to  be  provided  by  tax  revenue  $302,000  and  a 
reduction  in  the  fund  balance  of  $3,000. 

(2)  Taxes  receivable  of  $307,000  are  levied  on  property  and 
accrued.  An  allowance  of  $6,000  is  provided  against  falltire  to  collect. 

(3)  Total  expenditures  for  the  year  are  $297,000. 

(4)  One  order  for  an  expected  cost  of  $9,000  has  not  been 
received  and  the  funds  for  this  are  encumbered.  The  committment  does 
not  expire  at  the  end  of  the  year. 

(5)  Taxes  are  collected  in  cash  $268,300.  The  balance  except 
for  $6,000  provided  for  uncollectibles,  is  expected  to  be  collected 

in  the  near  future. 

(6)  Cash  pa3mients  ea*e  made  on  accoiint  of  purchases  $269,000. 
These  transactions  are  analyzed  and  recorded  in  general 

journal  form  as  follows. 

(1) 

Estimated  Revenue  ,•••.••..••••. 302,000 

Fund  Balance  ••••••••.•.••..•««••••*   3,000 

Appropriations  ..«••*.••••••.••••••*••••«....  305,000 

To  record  the  budget. 

(2) 
Taxes  Receivable  .•.*•••.•.••••••••••••*•  307,000 

Revenues «•••*••••..•...••...•»•. ..•••••301,000 

Allowance  for  Ihcolleetible  Taxes  ••«•«••»•••   6,000 
T  accrue  the  property  taxes. 

(5) 
Expenditures  .*•••••••••*•'•■••••,•••  ••»•.  297,000 

Accounts  Payable  ••••••••••••. .«•••«••«•*••••  297,000 

To  record  expenditures  of  the  year  in 
summary  form. 
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(4) 
incumbrances  ••••• * •..••..o  9,000 

Reserve  for  Encijmbrances 9,000 

To  encumber  funds  for  the  purchase  order. 

(5) 
Cash 268,300 

Taxes  Receivable 268,500 

To  record  tax  collections. 

(6) 

Accounts  Payable ,  26S,X0 

Cash 269,000 

To  reocrd  payment  of  liabilities. 

After  posting,  the  accounts  of  the  fund  ledger  vd.ll  have  balances 
as  follows: 

Cash $12,300 

Taxes  Receivable  38,700 

Allowance  for  Uncollectible  Taxes  ....         |  6,000 

Estimated  Revenue  302,000 

Tax  Revenues 301,000 

Expenditures 297,000 

Encumbrances 9,000 

Reserve  for  Encumbrances 9,000 

Appropriations 305,000 

Accounts  Payable  .,...  28,000 

Fund  Balance  .a_^ 10.000 

$659,000  $659,000 


The  balance  sheet  for  the  fund  on  December  31,  1963  consists  of  the 
following. 

Asset?  '  Liabilities.  Reserve  and  Balance 

Cash 112,300  'Accounts  Payable  ........ «...  $28,000 

Taxes  Receivable-Net  ..  52,700  'Reserve  for  Encumbrance  .....   9,000 

'Fund  Balance 8.000 

Total $45,000  •     Total $45,000 

-t  ==== 
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The  changes  In  fund  balance  are  reported  as  followSft 

X-General  $^d 
Qhaages  In  Fund  Balance 
Year  ended  Dec. 51-1965 

Budget  Actual  Deficiencj 

Fund  Balance  Jan.  1 $  15,000  $  15,000  $ 

Add:  Rerenues .502.000  501.000  (   1.000  ) 

1515,000 $514,000  (  $  1,000  ) 

Deduct: 

Expenditures $505,000    $297,000    (  $  8,000  ) 

Encumbfances ....«»»....   - 9^000 9.000 

$505,000    $506,000     $-1,000 

Reserve  for  Encumbrances  ..*••••••   -       $  9,000     $  9,000 

Fund  Balance .••••$  10,000      8,000    (   2,000  ) 

It  can  be  concliided  that,  whereas  a  reduction  in  the  ftmd 
balance  of  $5,000  was  expected,  the  actual  reduction  is  $5,000. 
Revenue  failed  to  be  as  great  as  expected  by  $1,000.  Expenditm-es  and 
encumbrances  for  committments  are  $506,000  instead  of  the  expected 
$505,000,  or  an  excess  of  expected  expenditures  of  $1,000.  Viewed  in 
the  overall  it  can  be  said  that  expenditures  and  encumbrances  of 
$506,000  exceeded  the  revenues  of  #501,000  by  $5,000,  which  amount 
resulted  in  a  reduction  in  the  fund  balance  of  $5,000, 

The  ledger  for  the  fund  is  closed  at  the  end  of  the  year. 
Since  conformity  to  the  budget  is  more  important  than  income  or  loss* 
no  summary  account  for  revenues  and  expenditures  is  used  in  closing. 
Estimated  revenue  is  closed  into  suitual  revenue  for  easy  comparison. 
Ejqjenditures  and  encumbrances  are  closed  into  appropriations  for 
easy  comparison.  Accordingly  the  ledger  closing  entries  in  journal 
form  for  the  above  illustration  are  as  follows: 

(1) 

Tax  Revenues  ....••..•• 501,000 

Fund  Balance ....•*•• 1,000 

Estimated  Revenue  »••.•.«••.«. ••  502,000 

To  close  estimated  revenue  into  actual 
revenue  and  suijust  the  fund  balance  for 
the  difference. 


504 


(2) 


Appropriations 

Fund  Balance 

Expenditures 
Encimbrances 


«eooooo«o*e«9*a*e«oo* 
ao<»eoo»*eo«oe«Ott 


505,000 
1,000 


•  O<i9O*«oo»9Ooeoooee«ottD08 


297p000 
9o000 


To  close  expenditiires  and  encumbrances 

into  appropriations  and  adjust  the  fund 

balance  for  the  difference. 

fund 

The  method  adjusts  th^^alemce  at  the  beginning  of  the  year 
for  ar4  difference  between  estimated  revenue  ahd  appropriations <>  At 
the  end  of  the  year  the  fund  balance  is  adjusted  for  the  error  in 
estimating  revenue  and  also  for  the  error  in  estimating  expenditures. 
After  closing,  the  fund  balance  account  in  the  ledger  will  appear  as 
follows : 


FUND  BALANCE 


Jan.l  Budget 
Dec. 31  (1) 
Dec. 51  (2) 
Balance 


5,000 'Jan.l  Balance   13,, 000 

1,000' 

1,000" 

8^000'  


13,000' 


'Dec. 31  Balance 


15  J,  000 


SjOOO 


The  ■"3e  of  the  several  special  funds  will  not  be  illustrated 
here.  But  these  are  useful  exercises  in  more  advanced  sttidy,  Purstiit 
of  the  use  of  the  long-term  liability  groupj,  the  fixed  asset  group^ 
and  the  sinking  fund  should  be  especially  rewarding. 
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